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BRIEF OF THE PLAINTIFFS AND 
COUNTERCLAIM DEFENDANTS-APPELLANTS * 


Preliminary Statement 
Plaintiffs appeal, pursuant to 28 U.S.C. § 1291, froma 


é 
final judgment of the United States District Court for the 


Southern District of New York, entered on an unreported decision 
by Hon. Henry F. Werker, U.S.D.J., dated February 26, 1976, CCH 


Sec.L.Rep. ¥ 95,463 (A-5-23), as amended (A-23-24). Plaintiffs 


*Permission has been granted to file a brief not exceeding 
100 pages. 


appeal from the grant of summary judgment to defendant Faulkner, 


Dawkins & Sullivan ("Faulkner") on its Second Affirmative Defense, 


and from the denial of summary judgment to plaintiffs on Faulkner's 


First, Second, Third and Seventh Affirmative Defenses. 
Plaintiffs also appeal from an order entered June 19, 

1973, by Hon. Murray I. Gurfein, U.S.D.J., reported in 362 F.Supp. 
864 (A-25-31), which, as amended (A 31-32), dismissed their 
original complaint (A-33-47) seeking a declaratory judyment of 
the legal insufficiency of what were denominated "defenses" under 
the Securities Exchange Act of 1934, 15 U.S.C. § 78 ("the Exchange 
Act"), and the Securities Act of 1933, 15 U.S.C. §§ 77a ££. , 
("the Securities Act").* These "defenses"----or claims to avoid 
the contracts of sale because of the alleged violations by plain- 
tiffs or their broker, counterclaim-defendant Tobey & Kirk, of 
the Exchange Act and/or the Securities Act---had been asserted by 
both defendants in a state court action which had been commenced 
by plaintiffs for breach of two contracts of sale of stock of 
White Shield Corporation ("White Shield") by plaintiffs to defend- 
ants. The same "defenses" were repeated in the Court below. 

*While dismissing plaintiffs' complaint for lack of subject 
matter jurisdiction, Judge Gurfein's decision held that the Court 
had subject matter jurisdiction of compulsory counterclaims which 
Faulkner had asserted under the Exchange Act. The Court therefore 
permitted plaintiffs to replead their dismissed declaratory 
judgment claim as a compulsory cournterclsim to Faulkner's councer- 
claims, which invitation plaintiffs accepted (A-78-89). Since 
the other defendant, Singer & Mackie, Inc., had amended its 
answer to omit the counterclaims which it had initially asserted, 
the Court held that there was no jurisdiction as to that defendant 
and dismissed the complaint against it. Thus this aspect of the 


appeal relates primarily to plaintiffs' claim against Singer & 
Mackie. 


Statement of Facts 

Most of the facts have been stipulated (A99-111). 
Judge Werker's decision below involves only questions of law. 

The present action arises out of two cancelled sales of 
White Shield securities by plaintiffs in June 1971---44,000 
shares at $14 to Faulkner on June 7, 1971, and 1,500 shares to 
Singer & Mackie at prices between $13-1/8 and $13-3/8 on June 8, 
1971. Although not part of plaintiffs' claim, it is also pertin- 
ent that on June 7, 1971 Faulkner resold 20,000 of the shares so 
purchased to two other market-makers, at an overall mark-up of 
$1,875. Of these, 15,000 shares were resold to Singer « Mackie 
at $14-1/8 (A-106, # 25). 

By the respective settlement dates for these several 
transactions, the market price of White Shield stock had declined 
sharply (A-108), so that both Faulkner and Singer & Mackie faced 
large trading losses on their purchases. Faulkner refused to 
accept delivery of the shares delivered on vlaintiffs' behalf, 
and agreed with its own vendees (including Singer & Mackie) to 


cancel its resales to them without penalty (A-106, # 26), and 


Faulkner's cancellation was followed on or about June 16, 1971 by 


Singer & Mackie's purported cancellation of its own purchase of 
1,500 shares from plaintiffs' broker (A-61, 4% 74). 

At the time of Faulkner's cancellation, and during 
ensuing discussions between Faulkner's house counsel, Marc R. 
Green, Esq., and various attorneys representing Tobey & Kirk or 


the plaintiffs, the only reason assigned for the cancellation 


(A-167, 402) was that the transaction violated Rule 1b0-6, 17 CFR 


§ 240.10b-6, as construed by a two-to-one majority of the Securi- 


ties and Exchange Commission ("SEC" or "Commission") in Matter of 


Jaffee & Co., CCH Sec.L.Rep. { 77,805 (1970) (hereinafter "Jaffee" 
or "the Jaffee Rule").* 

In a nutshell, Jaffee held that a market-maker who pur- 
chases stock in a registered distribution thereby becomes a "par- 
ticipant" in the distribution, and by continuing his open-market 
purchases as part of his market-making operations, violates Rule 
10b-6. Since Faulkner was a market-maker in the stock of White 
Shiele, and plaintiffs were selling shareholders in a registered 
secondary distribution, Faulkner claimed that it could not lawfully 
consummate the transaction in suit. 

Following the rejection of the securities by Faulkner 
and the failure of settlement discussions, plaintiffs resold the 
stock in a market already inundated by some 2,300,000 shares of 
White Shield stock added to the "float" by four registered secon- 
dary distributions in June 1971 (A-129, nt. 5). Pilaintiftis 

*The "Jaffee" Rule referred to herein and in Judge Werker's 
decision was not considered in this Court's affirmance and rever- 
sal of other aspects of the Commission's proceedings. Jaffee & Co. 
v. SEC, 446 F.2d 387 (2d Cir. 1971). The affirmance in this 
Court was as to an individual whose own testimony established 
conventional Rule 10b-6 violations as to which the "Jaffee Rule" 
was irrelevant. There were no similar violations of Rule 10b-6 
in this case. Moreover, the parties in the Commission's Jaffee 
proceeding to whom the "Jaffee Rule" applied, viz. the market- 
maker (Greene & Co.---roughiy corresponding to Faulkner and 
Singer & Mackie here), and the selling shareholders’ "exclusive 
agent" (Lee & Co.---roughly corresponding to Tobey & Kirk here) 


did not appeal, so that the issues pertinent to this action were 
neither raised nor decided by this Court. 
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sustained an overall loss on the resales of $225,145.30, of which 
$219,180.79 was attributable to securities rejected by Faulkner, 
and $5,964.51 to securities rejected by Singer & Mackie. 

The State Court Action 

In due course plaintiffs commenced an action against 
the tw. defendants in the Supreme Court of New York, seeking 
recovery of their damages. Faulkner answered, ringing the changes 
with nine affirmative "defenses"---three alleging violations of 
the Exchange Act, three alleging violations of the Securities 
Act, and three---relating mostly to the amount of damages--- 
invoking state law or NASD regulations respecting resales. Each 
of Faulkner's "defenses" was aped by Singer & Mackie.* 

Because the "defenses" asserted under the Exchange Act 
and the Securities Act involved for the most part unprecedented 
interpretations of the two statutes, plaintiffs commenced the 
action below, seeking a declaratory judgment that the federal 
"defenses" were insufficient as matter of law. No damages were 
sought (A-40-47), and the parties agreed to stay the state 
action pending a disposition in the federal court (A-11l, # 31). 

In the Court below both defendants reasserted the 


identical nine "defenses", augmenting them with three counter- 


claims. The First Counterclaim was for declaratory judgment of 


the sufficiency of the several "defenses"; the Second Counter- 


*Notwithstanding that Singer & Mackie purchased its shares as 
agent rather than as principal (A-6l1, { 72), so that Jaffee by its 
terms could not apply, its Fourth Defense duplicated Faulkner's. 


claim charged a violation of Rule 10b-6 and sought compensatory 
and punitive damages (the latter ostensibly under state law); 


and the Third Counterclaim charged a violation of Rule 10b-5 and 


sought the identical compensatory and punitive damages. Singer & 


Mackie thereafter amended its Answer to eliminate its counter- 
claims for damages. Since Singer & Mackie's "defenses" exactly 
duplicate Faulkner's, we discuss only the Faulkner "defenses" as 
these were developed below. 
Sword vs. Shield 

Perhaps the single most interesting question---both 
from a jurisdictional standpoint and as a matter of statutory 
construction---is whether Faulkner's and Singer & Mackie's asser- 
tion of alleged violations of the securities laws by way of 
putative "defenses" to a contract action is properly the invoca- 
tion of a "defense" which will not support federal subject 
matter jurisdiction, or is really the assertion of an affirmat> ve 
right of action given by the statute to an aggrieved party, and 
whether the putative violations can be used as a shield even if 
they do not suffice as a sword, and whether the alleged violator 
can himself invoke the Court's subject matter jurisdiction to de- 
clare his non-culpability. 

Both Judge Gurfein, in dismissing plaintiffs' complaint 
362 F.Supp. at 867-68 (A-28-29), and Judge Werker, in denying 
plaintiffs the right to invoke the exculpatory protections of 
section 19(a) in connection with the violations of the Securities 


Act asserted in the Second and Third Defenses, CCH Sec.L.Rep. 


q 95,463, at p. 99,347, 99,349-50 (A-13, 15-16), implicitly 
adopted Faulkner's unspoken assumption that a putative violation 
of the Act by plaintiffs may be asserted by way of defense to an 
action for breach of contract, as a matter of public policy, and 
that the allegedly injured party is not thereby invoking an 
affirmative right granted by the statute. Judge Werker applied 
this rationale by refusing to permit plaintiffs to invoke the 
exculpatory provisions of section 19(a), 15 U.S.C. § 77s(a), 
because plaintiffs were suing rather than being sued and, by its 
terms, the section applies only to "liabilities" created under 
the Act. Ibid. Judge Gurfein adopted it when he invoked cases 


which hold that an anticipated federal "defense" cannot support 


federal jurisdiction, loc.cit. 


Yet the unspoken premise of both District Judges appears 
to be wrong from the start. We discuss Judge Werker's treatment 
of section 19(a) in Point III hereof, and Judge Gurfein's dismis- 
sal of the complaint in Point VI. 

Questions Presented 

1. Did the Court below give sufficient consideration 
to the legislative history, policy and purposes of the Securities 
Act of 1933 in holding that section 2(10) thereof applies to a 
broker's "comparison," and in granting summary judgment to Faulkner 
on the Second Affirmative Defense and denying summary judgment to 
plaintiffs thereon? 

Plaintiffs respectfully submit that the Court below 
erred in so ruling, and did not sufficiently consider the legis- 


lative history, purpose and policy of the Securities Act. 


«te 


* 


2. Did the Court below err in denying summary judgment 


to plaintiffs on the Third Affirmative Defense because Tobey & 


Kirk was not an "underwriter" as a matter of law, and because the 
failure to identify it as such, by name, in the prospectus was 
not a material omission since the legal conclusion was stated and 
Faulkner knew the facts? 

Plaintiffs respectfully submit that the Court below did 
err in so holding. 

3. Did the Court below err in holding that plaintiffs 
could not invoke the exculpatory provisions of section 19(a) with 
respect to the Second and Third Affirmative Defenses because they 
were suing rather than being sued, and because of putative factual 
issues? 

Plaintiffs respectfully submit that the Court erred in 
so holding. 

4, In denying summary judgment to plaintiffs on the 
First Affirmative Defense invoking Rule 10b-5, did the Court 
below fail to give due consideration to the relative states of 
the parties' knowledge and access to the publicly available 
facts, to the sufficiency in the circumstances of plaintiffs' 
actual and admitted disclosures that their stock was in registra- 
tion, and to the admitted failure of Faulkner to ascertain publicly- 
available facts of which, as a market-maker, it was required to 
have knowledge, and thus apply an impermissibly stringent disclo- 


sure standard? 


Plaintiffs respectfully submit that the Court below did 
not sufficiently weigh these factors, and so imposed an impermis- 
sibly stringent requirement of disclosure upon plaintiffs, 
denying summary judgment because under such a standard there were 
triable issues of fact. 

5. Did the Court below err in denying summary judgment 


to plaintiffs with respect to the Seventh Affirmative Defense, by 


improperly imposing upon them the obligation of demonstrating the 


"reasonableness" of their resales of the rejected White Shield 
stock, whereas the real issue before the Court was whether Faulk- 
ner was prejudiced by the delay in commencing and completing the 
resales of the rejected securities, on which Faulkner had the 
burden of proof but failed to adduce any evidence as required by 
FRCP 56(e). 

Plaintiffs respectfully submit that the Court below im- 
properly declined to enter summary judgment for plaintiffs on the 
Seventh Affirmative Defense. 

6. Did the Court below err in dismissing plaintiffs' 
plenary complaint for declaratory judgment because of the lack of 
subject matter jurisdiction? 

Plaintiffs respectfully submit that the Court below had 
subject matter jurisdiction of plaintiffs' complaint for declara- 
tory judgment, and that the federal "defenses" asserted by beth 
defendants were in fact claims for affirmative relief under the 
Securities Act and the Exchange Act, which permitted plaintiffs 


to invoke the District Court's subject matter Surisdiction con- 


& 


ferred by those statutes by way of an action for declaratory 
judgment of non-liability thereunder; and that the Court below 
erred in dismissing the complaint for lack of subject matter 


jurisdiction. 


POINT I 

IN GRANTING SUMMARY JUDGMENT TO 

FAULKNER ON THE SECOND AFFIRMA- 

TIVE DEFENSE, AND IN DENYING 

SUMMARY JUDGMENT TO PLAINTIFFS 

THEREON, THE COURT BELOW GAVE 

INSUFFICIENT WEIGHT TO THE 

LEGISLATIVE HISTORY, PURPOSE AND 

POLICY OF THE SECURITIES ACT 

The Court below sustained Faulkner's Second Affirmative 

Defense, which contends that by failing to deliver a copy of the 
prospectus with the “comparison"* which plaintiffs' broker, Tobey 
& Kirk, exchanged with Faulkner on the date of the trade, Tobey & 
Kirk (and through it the plaintiffs) violated section 5(b)(1) of 


the Securities Act, 15 U.S.C. § 77e(b) (1), by delivering to 


Faulkner and Singer & Mackie a "prospectus" which does not comply 


with the Act. The argument is that by virtue of section 2(10), 
15 U.S.C. § 77b(10), the “comparison” itself is deemed to be a 
"prospectus" because it literally "confirms" the sale of a secu- 
rity, does not contain all of the information which is required 


in (and was not accompanied or preceded py) a statutory prospectus. 


*As noted by Judge Werker, CCH Sec.L.Rep. { 95,463, at 
pm. 99,343 nt. S (A-9), the term "comparison" as used herein 
relates to a writing exchanged between broker-dealers, while the 
term "confirmation" is used to refer to communications sent by a 
broker-dealer to his customer. Section 2(10) plainly applies to 
"confirmations" to a customer. The legal question is whether it 
also applies to a "comparison." 


Obviously a "comparison" literally "confixrms" the sale 
of a security, and that is one of its purposes. However, section 
2(10) is designed on2y to assure that formal prospectuses are 
delivered when other provisions cf the Act require delivery, and 
it was never contemplated that such prospectuses must be delivered 
with an inter-broker "comparison," so that no statutory purpose 
is served by reading section 2(10) so to apply. 


Any consideration of the Second Affirmative Defense 


requires a thorough examination of the purpose and policies 


underlying the Securities Act as a whole, and not blind reliance 
upon the naked language of what is no more than a definitional 
section. We therefore commence our analysis with a brief examina- 
tion of the Securities Act, and the place and role of sections 
5(b) (1) and 2(10) therein. 
The Statutory Framework 

The Securities Act of 1933 is a rather straightforward 
statute centering on section 5, which requires that securities be 
sold only pursuant to an effective registration statement and 
that written offers or solicitations to purchase be made only by 
means of prospectuses containing information prescribed in sections 
7, 10 and 27 of the Act, 15 U.5.C. §S 7/9, 77), 7/aa. 

The registration and prospectus-delivery requirements 
of section 5 are subject to a number of exemptions contained in 
section 4 of the Act, 15 U.S.C. § 77d, which exempts from the 
otherwise all-inclusive application of section 5 four categories 


f transaction: These are 


(1) transactions by any person other than an issuer, 
underwriter, or dealer; 

(2) transactions by an issuer not involving any public 
offering ("the private placement exemption") ; 

(3) certain transactions by "dealers"; and 

(4) unsolicited brokers' transactions executed on a 
securities exchange or in the over-the-counter market. 

Relevant to section 5 are definitions contained in 
section 2 of the Act, 15 U.S.C. § 77b, all of which are intro- 
duced by the caveat "unless the context otherwise requires." 
Section 2(10) broadly defines "prospectus" to include any writing 
"which offers any security for sale or confirms the sale of any 
security." 

The prohibitions of section 5 are accompanied by express 


remedies contained in sections 11 and 12 of the Act, 15 U.S.C. 


§§ 77k, 771, which give to purchasers of securities certain 


specified remedies of rescission or damages, subject to the short 
statute of limitations contained in section 13, 15 U.S.C. § 77m. 
Contrary to what appears to have been the daplicit 
ratio decidendi of the Court below on the Second Affirmative 
Defense, the Securities Act is not concerned primarily or even in 
passing with the regulation of writings which "confirm the sale 
of any security." The Act as a whole is directed to the regula- 
tion of offers and sales of securities. In order to prevent 
evasions of its mandates, it also proscribes the use of writings 


which "confirm" the sale of a security where that prohibition 


advances the overall statutory purpose. However, where the 

statutory purpose is not advanced by such a reading, the Act and 

its sanctions should not be read to apply to mere "confirmations." 
No dcubt the burden of proving that "the context other- 


wise requires" is upon the party seeking to avoid the explicit 


language of the statute, Exchange National Bank v. Touche Ross 


& Co., __—s F.2d ss, - CCH Sec.L.Rep. {| 95,614, pp. 90,063, 90,059 
(2d Cir. 1976), but the cited decision necessarily eschews the 
suggestion that the statutory language is irrebuttable. 

There has been no prior judicial authority on the 
question. However, the legislative history, the examination of 
the statutory purpose and policy all suggest that the Court below 
misconceived the purpose of section 2(10), and misapplied it to 
brokers' "comparisons" by exalting the naked language of the 
section as amended. 

(a) The History of § 2(10)---both 
before and after the amendment 


of 1954---does not support the 
application of § 2(10) to 


brokers' "comparisons" 
The analysis of the applicability of section 2(10) to 


brokers' "comparisons" must commence with the statute as origin- 
ally enacted in 1933. The original section 2(10) of the Act 
broadly defined the term "prospectus" to include any writing 
which "offers" a security for sale, but did not specifically 


mention "confirmations": 


"The term 'prospectus' means any prospectus, 
notice, circular, advertisement, letter, or communi- 
cation, written or by radio, which offers any security 
for sale; except that (a) a+ munication shall not 
be deemed a prospectus if it is »roved that prior to 
such communication a written prospectus meeting the 
requirements of section 10 was received, by the person 
to whom the communication was made, [from the person 
making such communication or his principal]*, . . oc 


Patently the original version of section 2(10) did no more than 
to include within the term "prospectus" all offering or selling 
literature, unless accompanied or preceded by a statutory pros- 
pectus. So much was recognized by the Commission in Release No. 


93-028, June 4, 1936, 11 F.R. 10957, 17 CFR § 231.828 (Vol. f¢, 


CCH Sec. L.Rep. § 3185, at p. 3127). 


In 1941 the Commission's General Counsel issued in an 
Opinion which extended the reach of section 2(10) by stating that 
"the term 'prospectus' is defined in the Act broadly to include 
within its meaning an ordinary confirmation." Securities Act 
Release No. 33-2623, July 25, 1941, 11 F.R. 10964, 17 CFR 
§ 231.2623, Yol. 1, CCH Sec.L.Rep. % 31975, at Pp. 3129. Vhre 
interpretation was addressed to a dealer's orai offer to sell 
registered securities to his customer which was followed up by a 
written confirmation of the offer and acceptance. 

In 1954 section 2(10) was amended to include within the 
definition of "prospectus" a writing which "confirms the sale of 
any security." The Committee Reports of both Houses of Congress 
explicitly refer to the General Counsel's 1941 Opinion and state 

*The language in square brackets was deleted by the 1954 amend- 


ment to § 2(10). It affects certain conclusions regarding the 
section, but is not pertinent to the present appeal. 


(S.Rep. No. 1036 at p. 12; H.R. Rep. No. 1542 at p. 21, 83d 
Cong., 2d Sess. (1954)), that the amendment was adopted in order 
to avoid the implied repeal of the General Counsel's 1941 "settled 
interpretation" of the original text of section 2(10). 


But the "settled interpretation" equating a “confirma- 


tion" with a "prospectus," would not have required the delivery 


of a prospectus with Tobey & Kirk's "comparison," as is demon- 
strated by one of the eleven hypothetical Questions and Answers 
which make up the bulk of the General Counsel's Opinion, and is 
indistinguishable from the facts in the transactions in suit. 

Moreover, in the forty-three years since its adoption, 
and the thirty-five years since the General Counsel first construed 
section 2(10) to apply to writings which "confirm the sale of any 
security," neither the Commission nor (until now) any Court has 
even intimated that section 2(10) might apply to a broker's 
"comparison." The reason is not hard to find. As we have sugges- 
ted above, the Act does not seek to regulate "confirmations" as 
such, and does not do so except insofar as may be necessary to 
its principal purpose of requiring offers and sales of securities 
to be made by means of a statutory prospectus. By hypothesis, 
brokers' "comparisons" exchanged after a sale, while literally 
"confirming" the sale, seldom if ever involve an "offer" or are 
used to circumvent the principal statutory prohibition. 

The General Counsel's 1941 Opinion had been given in 
response to a request for guidance with respect to an AT&T "regis- 


tration statement which became effective under the Securities Act 


on July 15, 1941." (Vol. I, CCH Sec.L.Rep. { 3195, at p. 3128). 
The Opinion commenced by observing (id., { 3197, pp. 3128-29) 
that the statute drew no fine distinction ketween a formal offer 
and a solicitation of an order to buy, noting that section 2(10) 
would apply to: 


"a circular distributed by a broker or dealer to his 
customers, describing the debentures and the rights and 
suggesting that he would be glad to receive and execute 
orders after the statement became effective, was no 
less a violation of the statute than a circular inviting 
the immediate submission of orders before the effective 
date. The same would be true even if the circular 
carried a 'hedge clause' specifically disclaiming any 
intent to solicit orders. If the circular in fact 
constituted a solicitation of orders it could not be 
brought within the law by mere formal disclaimers.” — 
ae added). 


This reminder that the statute is concerned with sub- 


stance was then followed by a brief explanation of the prospectus 


delivery requirements, and that statement was folloved by a 

caveat that the statutory term "prospectus" is not to be restricted 
solely to the formal prospectus defined in section 10, but applies 
as well to "any document which is designed to procure orders for 

a security, or to effectuate the disposition of a security," 

(id., 4 31998, at p. 3129): 


"In applying these principles to particular situa- 
tions, brokers and dealers should appreciate that the 
term 'prospectus' as used in the Securities Act covers 
more than the kind of formal document which the layman 
ordinarily has in mind when he uses the term. Under 
the Act a 'prospectus' includes every kind of written 
communication which attempts or offers to dispose of, 
or solicits an offer to buy, a security for value. If 
the term 'prospectus' is construed in accordance with — 
its language and spirit, it must in my Opinion be read 
to cover any document which is designed to procure or- 
ders for a security, or to effectuate the disposition 


of a security, whether or not the document purports on 
its face to offer the security for sale, or otherw’se 
to dispose of it for value." (Emphasis added). 


The General Counsel then applied these general prin- 


ciples to eleven hypothetical Questions and Answers, all based 
upon the AT&T offering to which the inquiry had been addressed. 
It is in these Questions and Answers that the first articulation 
appears that a document which "confirms" the sale of a security 
may also qualify as a “prospectus” even under the original text 
of section 2(10), if the "confirmation" is an indispensable part 
of the solicitation. 

As we shall emphasize below, each of the General Coun- 
sel's Answers to the eleven hypothetical Questions can be explained 
by reference to specific provisions of ‘he Act which exempt 
transactions from the prospectus-delivery requirements of section 
5, and we interject what we believe to be the appropriate exemptive 
provisions in quoting the several Questions and Answers. * 

This correlation of each of the General Coursel's 
Answers with the existence or unavailability of a specific 
exemption from section 5 is fundamental. Judge Werker seemed to 
treat section 2(10) as though it were wholly independent of 
section 5, holding it applied to any writing "irrespective of the 
status of the transaction in which it is used." CCH Sec.L.Rep. 

4 95,463, at p. 99,345 (A-11). The General Counsel's Opinion, 
*It is not inappropriate to supply the presumed statutory 
underpinning for each of the General Counsel's conclusions since 
the Opinion itself was intended to provide guidance "in as non- 
technical a fashion as possible," and offered to any ~eader to 


provide "more detailed information as to the statutory basis for 
the answers ... given". CCH Sec.L.Rep., supra, at p. 3131. 


reinforced by Matter of Collins Securities Corp., Release No. 
11,766, CCH Sec.L.Rep. 80,327 (1975), makes clear that the ap- 
plicability of section 2(10) itself depends upon whether or not 
section 5 is applicable to the transaction. 

Before turning to the General Counsel's Questions and 
Answers, we stress some subtleties in the Opinion. Thus, Ques~- 
tions ## 1 through 5 hypothesize that John Doe 1s a "dealer"*--- 
i.e., a broker-dealer selling the securities for his own account, 
whereas in Questions ## 6 through 11 he is a "broker"---i.e., 
an agent for his customers. Simi’. ‘y, in all Questions other 
than ## 8 and 10, the issue is whether John Doe, the selling 
"broker" or "dealer", is required to deliver a prospectus tc his 
own customer, while in Questions ## 8 and 10 the inquiry is as to 
his duty to deliver a prospectus to another "dealer" purchasing 
for his own account. 

We believe that Question # 8 is indistinguishable from 


the facts of the case at Bar---the present plaintiffs correspond- 


ing to Richard Roe, the selling shareholder; ‘Tobey & Kirk corres- 


ponding to John Doe, the selling "broker"; and Faulkner and 
Singer & Mackie corresponding to Henry Hoe, the "dealer" purchas- 


ing the securities for his own account. 


*We note that § 2(12) of the 1933 Act, 15 U.S.C. § 77b(12), 
only defines "dealer" and does so in terms which would include a 
"broker" as well. Our distinction between the two functions is 
reflected in §§ 3(a) (4) and (5) of the Exchange Act, 15 U.S.C. 
§§ 78c(a) (4) and (5), and parallels the General Counsel's usage. 
The two statutes are, of course, in ari materia. Globus v. Law 
Research Service, Inc., 418 F.2d eELy 1286 (2a Cir. 1569). 


The Genexal Counsel's Question and Answer # 1 hypothe- 
sizes an offering letter from a "dealer® ~---i.e., a broker-dealer 
purchasing or selling for his own account---which clearly falls 
within the explicit language of “he original section 2(10): 

"Question 1. John Doe, a dealer, writes a letter 
to Richard Roe, one of his customers, offering him 
warrants, on a when-issued basis, for ten $1U0 deben- 
tures. Must John Doe send a copy of the formal pros- 
pectus with his letter? 

"Answer. Yes. John Doe's letter itself falls 
within the broad definition of ‘prospectus’ in the Act. 

As such, it must, in order to comply with the Act, 

either be in the form of the formal prospectus---which 

it obviously is not---or else be preceded or accom- 
panied by a formal prospectus." 
Accord, Diskin v. Lomasney & Co-, 452 F.2d 871, @75 (2@ Cir. 
1971). ‘whe transaction is not exempt from the registration and 
prospectus-delivery requirements of the Act under sections 4(1) 


or 4(4) because, by hypothesis, John Doe is a "dealer." Since 


the solicitation is hypothesized to be on a “when issued" basis, 


and £9 was r ‘sarily made before the effective date of the 
registration . atement, it is not exempt under section 4(3). 

The “settled interpretation" which the “ongress did not 
wish to repeal by implication is contained in Question and Answer 
* 2, which deals with the selling dealer's oral offer followed by 
a written "confirmation" to his customer: 

"Question 2. Instead of writing a letter to 

Richard Roe, John Doe calls him on the telephone and 

offers him the warrants. Richard Roe accepts; and 

John Doe thereupon mails him a confirmation of the 


sale. Must John Doe send a copy of the formal pros- 
pectus with the confirmation? 


"Answer. Yes. The term 'prospectus' is defined 


in the Act broadly to include within its meaning an 
f tion is 


cacmoernninasiroeemta sameeren =e 


ordinary confirmation; and since the confirma 

not itself a formal prospectus, it, like the offering 

letter in Question 1, must be accompanied or preceded 

by a formal prospectus." (Emphasis added). 

Nothing in the literal text of section 2(10), as Le 
then stood, dictated this conclusion. However, the General 
Counsel's reading plainly advanced the statutory purpose because 
the written "confirmation" was an integral part of the dealer's 
oral "offer" to his customer---indistinguishable in principle or 
effect from the written offer considered in Question #1. It 
thus played an intrinsic role in the solicitation of a customer's 
order which the Act requires to be made by means of a formal 
prospectus, and, as this Court said in Diskin v. Lomasney & Co., 
supra, 452 F.2d at 876, "Very likely Congress thought a better 
time for meaningful prospectus reading was at the time of the 
offer rather than in the context of confirmation and demand for 
payment." 


The first five* Questions and Answers dealt with offers 


to sell (or solicitations of orders to buy) made by a dealer to 


*we omit quotation of Questions and Answers ## 3, 4 and 5. 
We omit Question and Answer # 3 because the 1954 amendment to 
§ 2(10) makes it only of historical interest by eliminating a 
writing from the definition of "prospectus" if the purchaser has 
received a statutory prospectus from someone other than the 
seller. See note, p. 14, ante. 


Questions and Answers ## 4 and 5, deal with the duty, imposed 
by § 5(b} (2), to deliver prospectuses with the securities. 
Since the seller was hypothesized to be a "dealer," the §§ 4(1) 
and 4(4) exemptions did not apply. Since Question # 4 hypothe- 
sized a transaction within 20 days of the effective date of the 
registration statement, the § 4(3) "dealer's" exemption also was 
not applicable. In Question # 5, the purchaser already had a 
prospectus, so that the dealer was not required to deliver another 
copy. See note, p. 14, ante. 


-~20- 


his own customer. Question # 6 for the first time describes John 
Doe as a "broker" rather than a "dealer," and hypothesizes an 
unsolicited brokerage order placed by the broker's customer. On 
these facts the General Counsel concluded that there was no pros~ 
pectus delivery requirement: 

"Question 6. John Doe, a broker, receives an 
unsolicited telephone call from Richard Roe, asking him 
to purchase for Richard Roe's account warrants for ten 
$100 debentures. John Does does so and sends them to 
Richard Roe by mail. Must he send a copy of the 
prospectus with the warrants? 

"Answer. No. The prospectus requirements of the 
Act do not apply to unsolicited brokers' transactions, 
whether executed on an exchange or over the counter." 
The Answer to Question # 6 does not flow from the text 

of section 2(10) standing alone, or even from section 5, but from 
the exemption contained in what is now section 4(4) of the Act, 

15 U.S.C. § 774(4), which exempts unsolicited brokers' transactions 
executed on a securities exchange or in the over-the-counter 
market, so that “the provisions of section 5 shall not apply" to 


the transaction. Here a prospectus is unnecessary under either 


subdivision of section 5(b) because there is no element of solici- 


tation by the "seller" or his broker, and the situation is one to 


which the exemption properly applies. Yet, there can be little 
doubt that John Doe's "confirmation" to Richard Roe, his customer, 
literally falls the language of section 2(10). 

Similar in its implications is Question # 7, relating 


to an unsolicited sell order given by the customer to his "broker:" 


"Question 7. Richard Roe telephones John Doe, his 
broker, and states that he has certain warrants which 
he would like John Doe to sell for his account. John 
Doe does so, and sends him a confirmation of the trans- 
action. Must John Doe at the same time send him a copy 
of the prospectus? 


“Answer. No. In confirming a sell order on a 
brokerage basis, John Doe is not within the prospectus 
requirements of the Act.” 


Here again the "confirmation" considered in Question # 7 literally 


"confirms the sale of any security." Nevertheless, it is axiomatic 
that the Securities Act affords no rights or remedies to sellers 
of securities. 

Up to this point we have been considering the obligation 
of a broker (Questions ## 1 through 5) or a dealer (Questions ## 
6 and 7) to deliver a prospectus to his own customer. At this 
point the Questions and Answers shift to an area bearing more 
closely upon the situation in suit---the obligation of a selling 
broker to deliver a prospectus to the purchasing dealer, who is 
hypothesized to be purchasing the security for his own account: 

"Question 8. Pursuant to the sell order received 
in Question 7, John Doe sells Richard Roe's warrants to 
Henry Hoe, another dealer, who purchases for his own 
account. Must John Doe, in confirming the sale to 
Henry Hoe, or in delivering the warrants to him, send 
him a copy os the prospectus? 

"Answer. No. John Doe, in making the sale, is 
completing the execution of an unsolicited brokerage 
order, and therefore is exempt from the prospectus 
requirements." 

The General Counsel's conclusion manifestly is corvect, 


but for the wrong reasons. In terms he invokes the section 4(4) 


unsoliciated broker's exemption, which more properly applies where 


the purchaser has not been solicited. The given facts would 
support a section 4(1) exemption, as a transaction by a person 
who is not an “issuer, underwriter or dealer." However, Question 
# 8 does not disclose whether Henry Hoe, the purchasing dealer, 
was a "“market-maker" who had inserted bids in the Pink S‘\eets. 
If he were, that fact might support the section 4(4) exemption 
since there would be no element of solicitation in John Doe's 
calling him to get a quote and an offer. Accord, CCH { 95,463, 
at p. 99,345 (A-11); cf., Rule 154, 17 CFR § 230.154 (1954). 
Continuing with Question # 9, it is identical to Ques- 
tion # 7, except Both 
Answers hold that a broker need not deliver a prospectus with his 
confirmation, regardless of whether the transaction was solicited 
or not: 
"Question 9. John Doe writes to his customer, 
Richard Roe, whom he knows to be a stockholder of 
American Telephone and Telegraph Company and offers to 
sell for him the warrants he has received. Must John 
Doe send Richard Roe a formal prospectus with his 


letter? 


"Answer. No. Since he is offering to sell for 
him, not to him." 


Because Question # 10 also assumes the facts of Question 


# 9---that the broker solicited the sell order from his customer, 
the General Counsel's Answer is different from the Answer to the 
otherwise indistinguishable Question # 8, holding that the selling 
broker must deliver a prospectus to the purchasing dealer with 


tne securities: 


"Ouestion 10. As a result of the letter described 
in Question 9, Richard Roe gives John Doe a sell order, 
and John Doe sells the rights to Henry Hoe. When he 
mails the warrants to Henry Hoe, must he send a copy of 
the prospectus with them? 

"Answer. Yes. The transaction, although on a 
brokerage basis, results from a solicitation, and 
consequently the prospectus requirements are applicable 
to John Doe's sale to Henry Hoe." 

Plaintiffs submit that Answer # 10 is wrong because the 
General Counsel incorrectly looked to the section 4(4) exemption 
in Questions ## 8 and 10. This rationaie is wrong because if a 
prospectus is required to be delivered the right to receive it is 
the buyer's right and should not depend upon whether the selling 
stockholder gave his broker an unsolicited "sell" order as in 
Question # 8, or was himself solicited to sell as in Question 
# 10. The section 4(4) exemption should be construed to apply 
only to a transaction in which the buyer has not been solicited. 


On the other hand, treating Question # 8 as one involv- 


ing the section 4(1) exemption conforms to the policy of the Act 


as a whole. The Act requires that sales of securities by an 


issuer or & controlling person be by prospectus. If the seller 

is not a control person, his broker is not a statutory "under- 
writer" under section 2(11), and the sale should be exempt from 
the provisions of section 5 under section 4(1), whether or not 

the broker solicited the sell order from his customer or was 
himself asked to sell the stock. If, on the other hand, the 
selling shareholder is a control person, his broker is a statutory 


"underwriter" and should be required to deliver a prospectus 


regardless of whether the impetus to sell originated with him or 
with his customer. Thus we agree with Answer # 8, but not with 
Answer # 10. 
The General Counsel's Opinion concludes with Question 
and Answer # 11 which is identical to Question and Answer # l, 
except that John Doe is a "broker" rather than a "dealer" and so 
offers "to purchase rights for" Richard Roe's account instead of 
offering "to sell the warrants to" Richard Roe on a "when issued" 
basis. The Answers to both Questions are necessarily the same 
because the broker's exemption of section 4(4) by its terms does 
not apply to "the solicitation of such orders" to purchase: 
"Question 11. John Doe writes a letter to Richard 
Roe, his customer, offering to purchase rights for his 
account. Must John Doe enclose in his letter a copy of 
the prospectus? 
"Answer. Yes. Even though John Doe acts as 
broker in the transaction, he is soliciting an offer to 


buy, and is therefore subject to the prospectus re- 
quirements of the Act." 


Application of General Counsel's Opinion 

We believe that the case at Bar is governed by Answer 
# 8, on authority of which it is exempt from the prospectus 
delivery requirements, either on the General Counsel's or our own 
rationale of section 4(4), or on our suggestion that the proper 
exemption is section 4(1). 

If we are right that the proper exemption for Questions 
## 8 and 10 is section 4(1), it seems quite clear that Tobey & 


Kirk was neither “an issuer, underwriter, or dealer" (a subject 


more fully discussed in Point II hereof). Nevertheless although 


the Court below denied summary judgment to either party on the 
Third Defense because it believed the facts were in dispute as to 
whether Tobey & Kirk was an "underwriter," CCH Sec.L.Rep. | 95,463, 
at p. 99,349 (A-15), by granting summary judgment to Faulkner on 
the Second Defense the Court below seems to have resoived that 
question against plaintiffs and contrary to the facts of record. 


If the correct exemptive provision be section 4(4)--- 


based on the relationship of the selling shareholder and his 


broker---the fact is stipulated that plaintiffs asked Tobey & 
Kirk to sell their stock once the registration statement became 
effective (A-101-02, # 3), so that on the General Counsel's 
rationale the section 4(4) exemption would exempt the transaction 
in suit from the prospectus delivery requirements. Moreover, our 
alternative section 4(4) rationale also exempts the transaction 
in suit since it is stipulated (A-102, ## 7-8) that Faulkner 
published bids in the Pink Sheets and that Tobey & Kirk's inquiry 
was a response to those bids (A-103, # 11), so that, as between 
them it was an unsolicited transaction. Cf., id., p. 99,345 (A- 
11). 

Developments subsequent to 1941 also confirm our con- 
clusion that the prospectus delivery requirements do not apply in 
the present action. The 1954 amendment to section 2(10) elimi- 
nated the prior obligation to deliver a prospectus even if the 
buyer already has a copy (see ante, p. 14, nt.). When this fact 
is coupled with the Commission's decision in Matter of Jaffee & Co., 


CCH Sec.L.Rep. 4 77,805, at p. 83,858 (1970), which seems to 


require a market-maker to obtain copies of a prospectus once he 
learns of a pending distribution in a security in which he is 

' making a market, Tobey & Kirk could reasonably have assumed 
Faulkner's prior possession of a prospectus. 

From the foregoing consideration of the General Counsel's 
1941 Opinion, which was subsequently enacted into positive law, 
it should be obvious tht very little turns upon the exist- 
ence in the present section 2(10) of the words "or confirms the 
sale of any security," upon which the decision below is entirely 
dependent. Absent those words, a dealer's written confirmation 
of an oral offer to his customer qualified as a "prospectus" 
because the statute must be "construed in accordance with its 
language and spirit" (CCH 4 3198, at p. 3129). 

On the General Counsel's overall exposition, section 
2(10) comes into play only in those offering or soliciting situa- 
tions in which a prospectus is required to be delivered under 
section 5 because none of the section 4 exemptions applies. 

There is no other explanation for the Answers to Questions ## 6, 
7, 8 and 9---in each of which the "confirmation" or "comparison" 
literally "confirms the sale of any security." 

The conclusion which necessarily flows from these now 
legislatively sanctioned interpretations of the statute is that 
the broad definition of "prospectus" contained in § 2(10), which 
was designed to prevent the evasion of the requirement of section 


5(b) (1) that purchase orders be solicited only by means of statu- 


tory prospectuses, was not intended to be read with strangulating 


literalness to apply to a written communication---like the exchange 
of brokers' "comparisons"---which cannot be used to evade the 
statutory mandate that securities be offered or sold only by 
means of a statutory prospectus. In holding otherwise, the Court 
below erred. 
(b) The Court below applied 

improper standards of 

construction 

This appears to be the first reported case to have con- 

sidered the applicability of section 2(10) to a broker's "compari- 
son." Lacking prior relevant judicial authority the District 
Court's task of reconciling the broad language of section 2(10) 
with the statutory framework, legislative history and purpose of 


1 


the Securities Act was not aided by the Commission's "strained" 


reading of the law, as amicus below, CCH { 95,463, at p. 99,353 


nt. 26 (A-19), some inconsistent with its own decisions. In the 
end, the Court ignored statutory history and purpose, granting 
summary judgment on the basis of the naked language of section 
2(10), as amended. 

The Court below correctly commenced the inquiry by 
stating the question before it, but immediately lapsed into its 
obsession with the literal language of section 2(10), CCH Sec.L. 
Rep. ¢ 95,463, at p. 99,343 (A-9): 

"The real issue is whether the comparison is a 
prospectus at all such that the requirement in section 

5(b) is even applicable. Section 77b(10) of 15 U.S.C. 

defines the term prospectus as ‘any * * * communication 

written * * * which * * * confirms the sale of any 
security.' Taken literally, the statute[,] which is 
broad and inclusive, would seem to include a comparison 


sent by one broker to another, confirming the sale of a 
security." 


The Court below implicitly rejected plaintiffs' conten- 


tion that the analysis must commence with section 2(10) as origin- 


ally adopted in 1933, and that the General Counsel's 1941 Opinion 
is dispositive on the meaning of the 1954 amendment. Although 
the Court did examine the legislative history, it seems never to 
have been able to get away from the fact that the section, as 
amended, applies to any writing "which confirms" the sale of a 
security, ibid.: 
“Those questions and answers do not provide the 

plaintiffs with the authority they seek for two reasons. 

They deal on their face with brokers' transactions as 

exempted from compliance with section 5 by the terms of 

section 4. The trade in question is not such a trans- 
action. Second, the questions and answers relied upon 
have in part been superseded. CCH Fed.Sec.L. Rep. 

q 3195 at 3131 n.2.* 

As to the Court's first reason for declining to follow 
the General Counsel's Opinion, it is clear that the Court below 
erred: Five of the General Counsel's Questions dealt with sales 
by "dealers." Moreover, Judge Werker's ipse dixit---that the 
trade in suit was "not such a transaction"---is incorrect. The 
facts of the present case are identical to the facts postulated 
in Question # 8 (A-100-01, # 3). 

As to the Court's second ground, that some of the 
General Counsel's Questions and Answers have been superseded, 
that is, with respect, irrelevant. The General Counsel's "settled 
interpretation" was explicitly enacted into law by Congress. Any 


subsequent administrative relaxations of the prohibitions of the 


resulting statute cannot alter the meaning which was intended by 


Congress when it adopted it, SEC v. Capital Gains Research Bureau, 


Inc., 375 U.S. 180, 199-200 (1963). 

In rejecting our suggestion that Question # 8 is iden- 
tical to the facts in the case at Bar both because plaintiffs had 
asked Tobey & Kirk to act for them in selling the stock and 
because any communication by Tobey & Kirk to Faulkner would not 
be a solicitation by Tobey & Kirk, but a response to Faulkner's 
own offer, as market-maker, to purchase White Shield stock, Judge 
Werker said, id., at p. 99,345 (A-11): 


"There is some support for this view had this 
transaction been conducted as a result of a customer's 
solicitation. Questions 7 through 10 indicate that 
where a broker sells securities to another broker at 
the request of the selling broker's customer, the 
transaction is unsolicited and therefore exempt from 
section 5. 


" 
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"There is a basic problem with this analysis, as 
applied to the instant case. Each of the releases 
which dealt with the concept of unsolicited orders did 
so in the context of a broker's exemption from sec- 
tion 5, not in consideration of whether a particular 
communication constituted a prospectus. Presumably, 
the sending of a document that clearly was a prospectus 
would not alter the determination as to whether or not 
a particular transaction was exempt. The point of 
these releases is that offering to sell a security to a 
broker who has inserted quotations in the sheets does 
not constitute a solicitation, regardless of the form 
in which that offer is made. That still does not 
contradict the language in section 2(10) that defines a 
prospectus as any written communication which confirms 
the sale of a security irrespective of the status of 
the transaction in which it is used. The Court there- 
fore rejects the argument, based on questions 7 through 
10 of the General Counsel's opinion that a comparison 
does not corstitute a prospectus for the purposes of 
Section 2(10)." 


This conclusion is untenable for a number of reasons. 
In the first place, the Court erred when it said that "Section 
2(10) . . . defines a prospectus as any written communication 
which confirms .. . irrespective of the status of the trans- 
action in which it is used." The status of the transaction 


under section 5 must be determinative of the applicability of 


section 2(10), Matter of Collins Securities Corp., CCH Sec.L.Rep. 
{ 80,327, at pp. 85,802-03 (1975) (quoted post, p. 33), because 


section 2(10) itself contains no prohibitions. Its sole office 

is to define the term "prospectus" for purposes of assuring 

compliance with section 5. Section 5, in turn, makes it unlawful, 
non-compliant 

prospectus. Since the opening clause of section 4 states that 

"The provisions of section 5 shall not apply to" a transaction 

exempted by section 4, the only conceivable rationalization of 

the General Counsel's Answers to Questions ## 6, 7 and 8 is that 

the transaction was exempt from section 5 by section 4, thereby 

rendering section 2(10) inapplicable.* 

In holding that "Each of the releases ... [dealt] in 
the context of a broker's exemption from section 5, not in 
consideration of whether a particular communication constituted a 
prospectus," Judge Werker's decision effectively creates an 
independent duty and liability under section 2(10), irrespective 

*No doubt a sale made by means of a false “prospectus or 
oral communication" would be unlawful "irrespective of the status 
of the transaction" under § 5, because § 12(2) explicitly makes 
it so, not because the false statement is a "prospectus" under 
§ 2(10). There is no suggestion that Tobey & Kirk's "comparison" 


"includes an untrue statement of a material fact or omits to 
state a material fact" required to be stated therein. 


of section 5. The decision below thus ignores the opening clause 
of section 2, which states that the definitions apply "unless the 
context otherwise requires." Manifestly, where section 5 does 
not apply "the context otherwise requires." 

Judge Werker concedes in the last-quoted paragraph that 
"offering to sell a security to-a broker who has inserted quota- 
tions in the sheets does not constitute a solicitation, regardless 
of the form in which that offer is made," because it is in response 
to an offer to buy and so exempt under section 4 of the Act, no 
prospectus need be delivered to such dealer by the seller (Question 
# 8; Rule 154(d), 17 CFR § 230.154(d) (1954)). Yet the Court 
below assumed that if the sale to a market-maker is accomplished 
through another broker---who is himself required to send a "“compari- 
son"---the "or confirms" language of section 2(10) reverses that 
conclusion, and creates an independent duty to deliver the pros- 
pectus with the "comparison," making the prospectus delivery 
requirement independent of the rest of the Securities Act. 

Conceding that every "confirmation" or "comparison" 
literally falls within section 2(10), the inquiry must necessarily 
be whether statutory policy requires that the writing be accompa-~ 
nied or preceded by a prospectus. If so, the failure to send the 
statutory prospectus violates section 5(b) because section 2(10) 
makes the "confirmation" a non-complying prospectus. If no 


prospectus is required to be delivered by section 5, section 


2(10) should be wholly irrelevant although literally encompassing 


the writing. ' 


That was the implicit rationale o* the General Counsel 
in Question and Answer # 8, and it was the explicit holding of 
the Commission in Matter of Collins Securities Corp., Release 
# 11,766, CCH Sec.L.Rep. {| 80,327 at pp. 85,802-03 (Oct. 23, 
1975), in which the Commission held that the insertion of bids in 
the Pink Sheets was not a "prospectus" under section 2CL0): 


"This novel, and on its face startling propesition, 
finds some verbal support in the broad language of 
9(10) which refers to any ° * * * communication, writ- 
ten or by radio or television, which offers any security 
for sale. * * *' However, it ignores some 40 years of 
history, gces beyond the statutory purpose, does nothing 
to serve that purpose, and would create unnecessary 
complications in the trading markets. Section 5(b) of 
the Act has two principal purposes: first, to insure 


moter nce 


that buyers of registered securities get the statutory 
prospect and, secon a to Make sure that selling 
iterature and other offer material is used only 
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ering 
when it has been receded by a statutor rosvectus so 
b E Solicita 


tion 


that people will not be influenced by suc 
to bu efore they see the prospectus. The proposition 
with respect to the pink sheets, which would extend to 


NASDAQ or any other quotation system, would not further 
the first purpose and is only marginally applicable to 


the second. ... (Emphasis added). 

The Court below wholly failed to consider the pertinent holding 
of Collins that it is the "purpose" of section 5, and not the 
existence of "some verbal support" in the language of section 
2(10), which determines whether a duty exists to deliver a pros- 
pectus with a given "writing," 

Finally we directed the Court's attention to language 
in the Senate Report which supported our view that there was no 
need to stretch section 2(10) to apply to a comparison because 
the purpose of the statute is to protect the investing public and 


not broker-dealers. The Court rejected the additional legislative 


support in favor of what it deemed to be the "unambiguous language 


of the statute," initially because of a typographical error in 


its opinion. Thus, the Court said, CCH Sec.L.Rep. at p. 99,345 
(A-11): 


"There is one statement, however, in the Senate 
Reports cited above that lends stronger support to the 
position taken by the plaintiffs that the comparison 
sent by Tobey & Kirk to Faulkner is not to be deemed a 
prospectus for purposes of the 1933 Act. .. . "Section 
5(b) of the Securities Act requires that ail persons, 
unless exempt, use prospectuses in connection with the 
sale to the public of a registered security.' S.Rep. 
No. 1Og65 B38 Cong., 2d Sess. 6 (1954) (emphasis added 
[by the Court below]). It can certainly be argued that 
that is a recognition, at least by the Committee on 
Banking and Commerce, as constituted on February 25, 
1964 [sic; 1954], that the prospectus delivery require- 
ment in section 5(b) (1) was not intended to include 
comparisons exchanged by brokers. Nonetheless, this is 
insufficient authority to counteract what is otherwise 
clear statutory language.” 


Obviously the interpretation of a 1954 amendment by a 
1964 Senate Committee would be of marginal, if any, relevance in 
determining what had keen intended in 1954, cf., SEC v. Capital 
Gains Research Bureau, Inc., 375 U.S. 180, 199-200 (1963). 
However, the interpretation of a statute by the very Committee 
which sent it to the floor of the Senate is fundamental to its 
construction. On reargument the Court below corrected the typo- 
graphical error (A-23) but not its conclusion. 

Conspicuously absent from the Court's discussion of the 
Second Affirmative Defense is any reference to any statutory 
purpose or policy which the literal reading of section 2(10) 


would advance. 


. The amicus made a lame effort to supply a "purpose" for 
the literal reading of the statute---by suggesting that section 
2(10) was designed to “supply a means of complying with the 
statute of frauds" (Amicus Memo., pp. 41-43, nt. 43). The conten- 
tion is frivolous. No writing would have been required from 
plaintiffs had they dealt directly with Faulkner, instead of 
through their own broker. Both defendants themselves demonstrated 
that the Statute of Frauds rationale is spurious: Faulkner 


returned the securities marked "DK"---i.e, "don't know transaction" 


(A-103, # 15), while Singer & Mackie NASD Form $01, "Notice of 


Reclamation or Rejection," purporting to cancel the trade (A-107, 
# 27, A-205, # 18). 

As the Collins decision (quoted ante, p. 33), makes 
plain, it is not the ability to find "some verbal support in the 
broad language of [section] 2(10)" which determines whether a 
writing is a non-compliant prospectus, but whether it serves the 
purposes of section 5(b) of the Act to do so. Examining the two 
statutory "purposes" of section 5(b) articulated in Collins, it 
is plain that neither will be served by applying section 2(10) to 
brokers' "comparisons" merely because there is "some verbal 
support in the broad language of 2(10)" for such a reading. 

As to the first statutory purpose of section 5 (b) ---"to 
insure that buyers . .. get the statutory prospectus"---the 
Court's reading of section 2(10) will not "insure" that any 


member of the investing public, for whose protection the Securities 


Act was admittedly adopted, will receive a copy of the statutory 
prospectus a single day sooner than normal: If the purchase is 
unsolicited, the customer is not entitled to receive a prospectus 
from his broker under section 4(4) (Question and Answer # 6, 
quoteé ante, p. 21). If the purchase was solicited the purchaser's 
broker has an independent duty to deliver a prospectus, Diskin v. 
Lomasney & Co., supra, 452 F.2d 871, 875-76 (2d Cir. 1971), which 
should be sent with the "confirmation" on the day of sale, when 
the "comparison" is also sent, so that the purchasing broker will 
most likely not have received the selling broker's "comparison" 
and prospectus by the time he confirms to his owncustomer. 

As to the second statutory purpose enunciated in Collins 


---that of assuring that "selling literature and other offering 


material is used only when it has been preceded by a statutory 


prospectus so that people will not be influenced by such solici- 
tation to buy before they see the prospectus"---on its face is 
not served by the reading below. By hypothesis, by the time a 
selling broker delivers his "comparison" to the purchasing broker, 
the ultimate purchaser has already made his independent decision 
to buy and has placed the purchase order with his own broker 
without any selling efforts or literature from the ultimate 
seller or his broker. 

The rule adopted by Judge Werker will benefit only 
market-makers and other dealers, and then if, and only if, the 
selling shareholder sells through another broker. Had the plain- 


tiffs simply called Faulkner directly, in response to its inser- 


tion of bids in the Pink Sheets, and sold the stock to it without 
the intervention of another broker---Faulkner acting both as 
market-maker purchasing for its own account and also as plaintiffs' 
broker on the sale, compare, Chasins v. Smith, Barney & Co., 438 
F.2d 1167 (2a Cir. 1970), there would have been no writing required 
of plaintiffs to which the language of section 2(10) could attach. 
Tobey & Kirk's sending of the "comparison" was not part of its 
limited agency for plaintiffs, but was done as a part of its own 


business as a broker. Thus the Court's reading of the statute 


advances no purpose of the Act, but merely penalizes plaintiffs 


for selling through their own broker, a result having no bearing 
on any policy of the Securities Act. 

Judge Werker rejected the analogy and the conclusion to 
be drawn therefrom, id., at p. 99,347 (A-13): 


"Byrnes and Santangelo seek to avoid the effect of 
any adjudged failure of Tobey & Kirk by disassociating 
themselves from the acts of their broker. They argue 
that they personally never sent any written confirma- 
tions to the defendant and that as far as they are 
concerned, the prospectus delivery requirements did not 
become effective as to them until they actually deli- 
ver[e]d the securities themselves. They argue that 
they should not be charged with any failure by Tobey & 
Kirk to fulfill its obligations under the 1933 Act. 


"Tt is accurate to say that had Byrnes and Santan- 
gelo sold the securities without the assistance of a 
broker and had they themselves not sent any written 
confirmation to evidence the making of the contract, 
they would not have had to deliver a prospectus to 
Faulkner until they actually physically delivered the 
shares of White Shield. But that is not the way the 
transaction took place, and the plaintiffs will not be 
heard to argue that they could have avoided an unfavor- 
able result by structuring their affairs differently." 


However, far from trying to dissociate plaintiffs from 
their broker or urging that we could have arrived at a lawful 
result had we proceeded differently, as the Court below appears 
to suggest, we were attempting to stress the anomaly created by 
the reading given the statute by the Court below. 

In sustaining the Second Affirmative Defense, Judge 
Werker erred. His holding exalts the naked language of the 
statute, as amended, ignoring the purpose and history of the 
original statute and the construction which Congress intended to 
enact into law. It ignores the Commission's own articulation of 
the policy which section 2(10), taken together with section 5, 
was designed to effectuate. It invents a rule which does not 
benefit members of the investing public for whose protection the 
Securities Act was adopted, while protecting only market-makers 
who have no need for such protection, and then only if the seller 


utilizes the services of another broker. To quote the Commission 


in Collins, supra, at Pp. 85,802-03, it "ignores some 40 years of 


history, goes beyond the statutory purpose, does nothing to serve 
that purpose, and would create unnecessary complications in the 
trading markets.” 

The decision below, granting summary judgment to Faulk- 
ner and denying summary judgment to plaintiffs on the Second 
affirmative Defense is wrong in principle and should be reversed, 
and on remand the District Court should be directed to enter sum- 


mary judgment for plaintiffs on the Second Affirmative Defense. 


POINT II 

THE COURT BELOW ERRONEOUSLY DENIED 

SUMMARY JUDGMENT TO PLAINTIFFS ON 

THE THIRD AFFIRMATIVE DEFENSE, AL- 

THOUGH THE DEFENSE IS INSUFFICIENT 

AS A MATTER OF LAW AND FACT 

Faulkner's Third Affirmative Defense charges that the 

prospectus itself violated the Securities Act by failing to 
identify Tobey & Kirk, by name, as an "underwriter." The prospec- 
tus in suit did state (A-141) that selling shareholders there- 
under would offer the stock from time to time in the over-the- 
counter market through members of the NASD, would pay them "regu- 
lar brokerage commissions" and added that "The selling sharehold- 
ers and such participating members of the National Association of 
Securities Dealers, Inc. may be deemed to be underwriters as that 
term is defined in the Securities Act of 1933." 


The omission from the prospectus of the names of the 


many brokers who might sell for the twenty-seven selling sharehold- 


ers was pursuant to an informal agreement or undertaking between 


the issuer's counsel and the Commission's Staff. Under that 
undertaking, the selling shareholders were requested to supply 

the issuer's counsel]. with the identity of the »roker through whom 
they sold their shares so that such information could be disclosed, 
if necessary, by post-effective sticker supplement to the prospec- 
tus (A-122-23, ## 4-6). On June 14, 1971 plaintiffs supplied 
counsel with the requested information (A-162-63), and on June 

18, 1976, White Shield issued a sticker supplement (A-104, # 18; 


A-174), which stated that, by selling for plaintiffs "Tobey & Kirk, 


52 Wall Street, New York, New York may be deemed an ‘underwriter’ 
as that term is defined in the Securities Act of 1933." 

The Third Affirmative Defense is insufficient for a 
number of reasons: (a) Tobey & Kirk was not an "underwriter" as 


a matter of law; (b) The "omission," if such it was, was not 


material; (c) Faulkner was not and could not have been misled; 


and (d) The procedure actually followed was pursuant to an 
informal agreement or undertaking between the issuer's counsel 
and the Staff of the Commission, so that section 19(a) of the Act 
shields plaintiffs from any putative violation of the Securities 
Act. This last ground for reversal is separately considered in 
Point III hereof. 
(a) Tobey & Kirk was not an 
"underwriter" as a matter 
of law, so that the fail- 
ure of the prospectus to 
identify it as such was 
not a violation of the Act 
The Third Defense is insufficient because, as a matter 
of law, Tobey & Kirk was not an "underwriter," as that term is 
defined in section 2(11) of the Securities Act, 15 U.S.C. § 77B(il). 
Accordingly, the failure of the prospectus to describe Tobey & 
Kirk as an underwriter is not a violation of the statute. 
Section 2(11), 15 U.S.C. § 77b(11), provides in pertin- 
ent part that: 

"The term 'underwriter' means any person who has 
purchased from an issuer with a view to, or offers or 
sells for an issuer in connection with, the distri- 
bution of any security, . . . but such term shall not 
include a person whose interest is limited to a commis- 


sion from an underwriter or dealer not in excess of the 
usual and customary distributors' or sellers’ commission. 


As used in this paragraph the term ‘issuer' shall 
include, in addition to an issuer, any person directly 
or indirectly controlling or controlled by the issuer, 
or any person under direct or indirect common control 
with the issuer.” 


The term "issuer" ict also defined in section 2(4) of the Act to 
include "every person who issues or proposes to issue any secu- 


rity," and, in the case at Bar, White Shield Corporation. 


These statutory provisions make clear that one is not 


an underwriter unless he purchases from, or offers or sells for, 


an issuer, however "issuer" be defined. There was neither any 
factual basis nor even any suggestion below that plaintiffs were 
"issuers". The evidence is uncontradicted that plaintiffs had 
purchased their White Shield stock in a private placement some 
three years before the public offering of the stock of White 
Shield (A-163-64, A-181-82), and at the time of that offering 
were not "directly or indirectly controlling or controlled by 
[White Shield,] the issuer, or .. . under direct or indirect 
common control with the issuer." They were not officers or 
directors of White Shield (A-139) and owned only 183,842 shares 
(A-139-40) out of a total of 4,735,216 shares outstanding as of 
March 31, 1971 (A-129), or 3.88%, which is scarcely “control." 
That figure includes stock owned by both plaintiffs and also 
33,042 shares owned beneficially by two other individuals and of 
record by plaintiffs (A-139, nt. 2). 

Thus, the very most that the plaintiffs themselves 
could be is "underwriters" because arguendo they had purchased 


from an "issuer" as defined. It necessarily follows that the 


very most that can be said for Tobey & Kirk's role in the trans- 
action is that it sold stock for an "underwriter." However, that 
does not make Tobey & Kirk an "underwriter," because the evidence 
is unequivocal (A-232-33) that Tobey & Kirk received from plain- 
tiffs only the standard NASD broker's commission for selling 
plaintiffs' stock, and the antepenultimate clause of section 
2(11) therefore excludes Tobey & Kirk from the definition of 
"underwriter" as a “person whose interest is limited to a commis- 
sion from an underwriter or dealer not in excess of the usual and 
customary distributors' or sellers’ commission." As a matter of 
law Tobey & Kirk was not an “underwriter." 
(b) Even if Tobey & Kirk were 

a statutory "underwriter" 

the failure to disclose 

that conclusion was not 

a material omission 

Even if the Court were to disagree with our conclusion 

that Tobey & Kirk was not an underwriter, it does not follow that 


in failing to disclose, by name, that it was, the prospectus 


omitted a material fact which was necessary to make the other 


statements therein contained not misleading, in violation of 


section 1l(a) or 12(2) of the Act, 15 U.S.C. §§ 77k(a), 771(2). 
There are two essential types of underwriter. The 
"contractual" underwriter, who has agreed to underwrite a public 
offering and assumes certain statutory responsibilities for the 
contents of the registration statement and prospectus. His 
status is a fact. There is also the "statutory underwriter," who 


falls within the broad language of section 2(11), but whose 


status largely involves a conclusion of law. Tobey & Kirk could 
at most be a ‘ statutory underwriter." 

The identity of a contractual underwriter is a "material" 
fact which is required to be disclosed because, as this Court 
emphasized in Chris-Craft Industries, Inc. v. Piper Aircraft Corp., 
480 F.2d 341, 370 (2a Cir. 1973); and Globus v. Law Research 
Service, Inc., 418 F.2d 1278, 1288-89 (2d Cir. 1969), the law--- 
particularly sections 11(a)(5) and 12(2) of the Act, a5 U.8.C. 

§§ 77k(a) (5), 771(2)---imposes significant duties and obligations 
upon contractual underwriters which in some respects compels them 
to assume a position adverse to that of an issuer before lending 
their imprimatur to the unexpertised portions of a registration 
statement and prospectus. The investing pul /ic is encouraged and 
entitled to rely upon the reputation and integrity of the under- 


writer and upon the implied representation that it has reviewed 


the prospectus and found it accurate and truthful, Escott v. 


BarChris Construction Corp., 283 F.Supp. 643, 696 (S.D0.N.Y. 


1968); Feit v. Leasco Data Processing Equipment Corp., 332 
F.Supp. 544, 581 (B.D.N.¥. 1971). 


Similarly, the amount of a contractual underwriter's 
discount or compensation may be material because it relates to 
how much the issuer will receive net from its offering after 
deduction of underwriting discounts or commissions, SEC v. Manor 
Nursing Centers, Inc., 458 F.2d 1082 (2d Cir. 1972), and an 
overly large commission may itself reflect on the desirability as 


an investment of the securities being offered by the prospectus. 


The prospectus in suit disclosed that sales would be 
made through NASD broker-dealers, who would receive the normal 
brokerage commission. The prospectus having disclosed that the 
brokers utilized by the selling shareholders would act in a 
largely ministerial capacity and be paid standard brokerage 
commission rates, it is hard to see how a prospective purchaser's 
investment decision would be affected if the prospectus had 
identified, in advance of the actual sales, each of the several 
dozen NASD broker-dealers whom the various selling shareholders 
intended to utilize, many of whom might not in fact end up selling 


the requisite amount of (or, indeed, any) securities. 


Thus the failure of the prospectus in suit to articulate 


the legal conclusion that Tobey & Kirk might become an underwriter 
---a legal conclusion which depends upon the happening of an 
event which may never occur---can scarcely constitute a violation 
of the statute or its policy to protect investors. 
(c) The Court below erred in 

denying summary judgment 

to plaintiffs on the Third 

Affirmative Defense because 

of the existence of puta- 

tive issues of fact concern- 


ing plaintiffs' own status 
as "underwriters" and the 


knowledge of Faulkner 


The Court below viewed the Third Defense as presenting 
three questions requiring trial. Two of these were "(1) was 
Tobey & Kirk in fact an underwriter and (2) if it was, were the 
defendants aware of that fact, thus foreclosing their reliance on 


this section as a basis for avoiding “ie contract." The Court 


also said that it "requires additicnal facts on the status of 
Tobey & Kirk." CCH Sec.L.Rep. { 95,463, at p. 99,349 (A-15). We 
have already shown that there is really no issue of fact as to 
whether Tobey & Kirk was an “underwriter," and no further evidence 
on its status would alter that conclusion. 

As to Faulkner's knowledge, we argued below that since 
Faulkner's traders had dealt solely with plaintiff Santangelo 
from the first contact until the price was agreed upon, and 
immediately after agreement with him on the price closed the 
trade with plaintiffs' broker, Faulkner could draw its own legal 


conclusion and infer that if plaintiffs were "issuers" Tobey & 


Kirk might be an "underwriter." To the extent that Tobey & 


Kirk's status involves a legal conclusion the "omission" to dis- 
close that conclusion was not an omission of a material fact, as 
the Fifth Circuit said in Vohs v. Dickson, 495 F.2d 607, 625 (Sth 
Cir. 1974): 


"The important point about the question in this 
case is that [it] .. . is not a matter of fact--- 
material or otherwise; it is a matter of law. Rule 
10b-5 cannot be construed to require a prospective 
seller of securities to give his prospective buyer 
legal advice on technical matters arising under the 
federal securities law. If the buyer is aware of the 
material facts .. . he should be as aware of the legal 
consequences of those facts as his seller. Here it is 
plain that plaintiffs knew as much as defendant about 
the facts relating to the legal need for taking with 
non-distributive intent." 


Faulkner plainly had the sophistication. Cf., Gruss v. Curtis 
Publ. CoO., 2a , CCH Sec.L.Rep. 4 95,524, at p. 99,688 


(2a Cir, 1976). 


Although there is grave doubt as to whether plaintiffs 
themselves can be characterized as "underwriters" since they had 
purchased their stock almost three years before for investment 


(A~163-64), cf., Vohs v. Dickson, supra, 495 F.2d at 620 (5th 


Cir. 1974), even if plaintiffs were underwriters, Tobey & Kirk 


was not, as a matter of law, because then it sold for an "under- 
writer" and received only the normal broker's commission. 

Given all of these circumstances, the Third Defense is 
insufficient as a matter of law and the Court below erred in 


refusing to grant summary judgment to plaintiffs on that Defense. 


POINT Iit 


THE COURT BELOW IMPROPERLY DEPRIVED 
PLAINTIFFS OF THE RIGHT TO INVOKE 
THE EXCULPATORY PROVISIONS OF SEC- 
TION 19(a) OF THE SECURITIES ACT 
BECAUSE THEY WERE SUING RATHER 
THAN BEING SUED AND BECAUSE OF 
PUTATIVE ISSUES OF FACT 


In granting summary judgment to Faulkner on the Second 
Atfirmative Defense and in denying summary judgment to plaintiffs 
on the Second and Third Affirmative Defenses, the Court below 
rejected plaintiffs' contention that they are entitled to invoke 
the protections contained in section 19(a) of the Securities Act, 
15 U.S.C. § 77s(a), which provides: 

"No provision of this subchapter imposing any liability 

shall apply to any act done or omitted in good faith in 

conformity with any rule or regulation of the Commis- 
sion, notwithstanding that such rule or regulation may, 
after such act or omission, be amended or rescinded or 


be determined by judicial or other authority to be 
invalid for any reason." 


It appears that the principal raticriale of the Court 
below in denying plaintiffs the right to invoke section 19(a) is 
that they are suing rather than being sued. In addition, with 
respect to the Third Defense, the Court believed that there were 
triable issues of fact relating largely to what disclosures had 


or should have been made by plaintiffs to the Commission, and 


whether plaintiffs "relied" on the rule or regulation they invoke. 


Obviously, this Point, and plaintiffs' invocation of 
section 19(a), is relevant only if this Court holds that the 
Court below otherwise correctly granted summary judgment to 
Faulkner on the Second Defense and denied summary judgment to 
plaintiffs on the Second and Third Defenses. 


(a) The Court's refusal to per- 
mit plaintiffs to invoke § 19 (a) 
because they are suing rather 
than beina sued is inconsistent 


with the policy of the Act 


Judge Werker's denial of the protections of section 
19(a) with respect to the Second Defense seems to be based upon 
his assumption that no "liability" under the Act was being imposed, 
the contract being unenforcible as a matter of public policy if 
its performance violated the Securities Act, CCH Sec.L.Rep. 
{ 95,463, at p. 99,347 (A-13): 


"The Second Affirmative Defense does not seek to 
impose liability on Byrnes and Santangelo. Rather, it 
is asserted as a defense against an action for damages 
for breach of contract. It was established in the case 
Of Kaiser-frazer Corp. vy. Otis & Co., 195 F.2d 838 (24 
Cir.), cert.denied, 344 U.S.856 (1952), that a contract 
which violates the 1933 Act is unenforceable. In that 
case *.2¢ court found that a prospectus issued by the 
plaintiff was misleading and therefore violated 15 


U.S.C. § 77e(b) if used in connection with a public 
offering. As a result; the court found the defendant 
not liable for breach of its contract with the plaintiff 
to underwrite the issue. ‘'[A] contract which violates 
the laws of the United States and contravenes the 
public policy as expressed in those laws is unenforce- 
able." Id., at 843. C£. Garfield v. Strain, 320 F.2d 
116, 119° (10th Cir. 1963). See also Schiliner v. 

H. Vaughan Clarke & Co., 134 F.2d 875 (2d Cir. 1943) in 
which the court held that '[{iJn imposing by section 
12(1) civil liability upon ‘any person who * * * sells 
a security in violation of section 5' we cannot doubt 
that the liability was intended to embrace all trans- 
actions made unlawful by section 5.' Id. at 878. 

See also III L. Loss Securities Regulation 1797-98 
(1961). It is true that the remedies authorized by 

§ 12 include only ‘recover[y of] the consideration paid 
for such security with interest thereon, less the 
amount of any income received thereon, upon the tender 
of such security, or * * * damages if he no longer owns 
the security.’ However, as Professor Loss points out, 
'ft]) here would be little point in giving the seller an 
action on his contract only to have the buyer put 
things in statu quo ante by counterclaiming or bringing 


his own action under * * * § 12.' III Loss, supra at 
1798." 


On similar grounds the Court below rejected the applicability of 
section 19(a) to the Third Defense, id., at pp. 99,349-50 (A-15-16): 


"Before leaving this matter, however, the court 
feels compelled to answer one further contenticn advan- 
ced by the plaintiffs: that § 19(a) of the 1933 Act or 
§ 23(a) of the 1934 Act immunizes the plainti® = s from 
any violation of § 12(1) or (2) because they relied on 
the Commission's authorization in phrasing the statement 
on underwriters attacked by the defendant. 


", . . Second, it should be noted that by its own 
terms, the section relied on only immunizes the plain- 
tiffs from liability imposed by either of the two Acts; 
it does not protect them from any defense asserted in a 
breach of contract action. Thus, even assuming that 
all of the facts were in fact disclosed by the plain- 
tiffs to the SEC, these sections are not applicable to 
the current dispute. It would be a wholly different 
matter if having requested and received SEC direction 
on a particular matter, the plaintiffs were then to be 
found liable in damages under one of the Acts for 
having followed those very directions. This court 
finds that the protection provided in § 19(a) of the 
1933 Act and § 23(a) of the 1934 Act is unavailable in 
this instance." 
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The Court's disposition of plaintiffs' claim to the 
protections of section 19(a) is wrong in principle, misconceives 
the nature of the remedies created by the Act, and is not suppor- 
ted by the decisions cited by the Court below. 

If one of the rationales for not requiring Faulkner to 
institute a plenary action or counterclaim under section 12 is 


that “there would be little point in giving the seller an action 


on his contract only to have the buyer put things in statu quo 


ante by counterclaiming or bringing his own action under... 

§ 12," then, in order to achieve the status quo ante, it must 
necessarily follow that the results in each case should be the 
same. Manifestly that would not be the case here if plaintiffs 
would have been entitled to invoke section 19(a) in a suit by 
Faulkner, but are disabled to do so because, instead of paying 
and then suing to rescind, Faulkner rejected the trade and forced 
plaintiffs to sue. 

Nor can the Court's rationale be sustained on the basis 
that section 19(a) applies only to "liabilities" under the Act 
and the plaintiffs are not being sued. Judge Werker's implicit 
rationale is that in asserting that the transaction violated one 
or more provisions of the Act, Faulkner is entitled to avoid the 
contract on some general principle of public policy. The Supreme 
Court has explicitly rejected any such approach, holding that if 
the contract is to be avoided, it must be done under the express 


provisions of the Act. 


In A. C. Frost & Co. v. Coeur D'Alene Mines Corp., 312 
U.S. 38, 41-43 (1941), the Supreme Court reversed a judgment de- 


claring void a contract for the sale of securities on public 
policy grounds, saying: 


"No provision of the [Securities] Act declares 
that in the absence of registration contracts in con- 
templation of or having relation to a public offering 
shall be void. If there has been no registration, it 
penalizes the doing of certain designated things--~use 
of the mails, instrumentalities of interstate commerce, 
etc. It also declares that those who participate in 
the proscribed action shall become liable to purchasers 
of the securities 'who may sue either at law or in 
equity in any court of competent jurisdiction, to 
recover the consideration paid for such security with 
interest thereon, less the amount of any income received 
thereon, upon the tender of such security, or for 
damages if he no longer owns the security.' These are 
the sanctions which Congress has definitely provided in 
order to insure obedience to the statute. When invoked 
they must be given effect. 


"Although the challenged contract bears no evi- 
dence of criminality and is fair upon its face, we are 
asked to apply a sanction beyond that specified by 
declaring it null and vo1ld because of relationship to a 
public eriaeing. The basis for this demand is a supposed 
federal public policy which requires such annulment in 
order to secure observance, effectuate the legislative 
purpose and prevent noxious consequences. 


"Courts have often added a sanction to those pre- 
scribed for an offense created by statute where the 
circumstances fairly indicated this would further the 
essential purpose of the enactment; but we think where 
the contrary definitely appears--~actual hindrance 
indeed of that purpose~--no such addition is permis- 
sible. The latter situation is beyond the reason which 
supports the doctrine now relied upon. 


"Here the clear legislative purpose was protection 
of innocent purchasers of securities. They are given 
definite remedies inconsistent with the idea “that every 
contract having relation to sales of un: unregistered 
Shares is aoac tuk ely void; and to accept the conclu- 
Sion reached by the Supreme Court [of Idaho] below 


would probably seriously hinder rather than aid the 
real purpose of the statute." (Emphasis added). 


Indeed, in Frost v. Coeur D'Alene, the SEC had filed an 
amicus brief in which it recognized that sections 11 and 12 of 
the Act, "by implication permit a purchaser to affirm a sale in 
violation of the Act.” 312 U.S. at 43, nt. 2. Obviously, in the 
case at Bar neither Faulkner nor Singer & Mackie has elected to 
affirm, but whether they are entitled to disaffirm depends upon 
whether they could succeed in a suit against plaintiffs under 
sections ll, 12 or 14 of the Securities Act (or section 29(b) of 
the Exchange Act) to compel rescission of the contract of sale. 
Plaintiffs respectfully submit that a statutorily created duty to 
submit to an enforced rescission of a beneficial contract is no 
different in principle than being held liable in' damages in the 
amount of the disgorged profit, and patently is a "liability" 
created by the Act, irrespective of who is suing whom. 

Moreover, in any such a suit, where the right to avoid 


is given to the innocent party, recovery might be denied because 


the plaintiff is not an "unwilling innocent party." E.g., Naf- 


talin v. Merrill Lynch, 469 F.2d 1166, 1192 (8th Cir. 1972); 
Kuehnert v. Texstar Corp., 412 F.2d 700 (5th Cir. 1969); James 
Vv. DuBricul, 500 &.2d@ 155 (5th Cir. 1974). This is not at all 
the same as refusing, on public policy grounds, to lend the 
court's assistance to either party to an illegal contract. 
Moreover, the authorities cited by the Court below cc 
not sustain its holding that a contract is unenforcible on public 
policy grounds. Thus, in Kaiser-Frazer Corp. v. Otis & Co., 
supra, 195 F.2d 838 (2d Cir. 1952), which the Court below quoted 


for the naked proposition that "it is clear that a contract which 
violates the laws of the United States and contravenes the public 
policy as expressed in those laws is unenforceable," CCH Sec.L.Rep. 
at p. 99,347 (A-13), the footnote attached to the quoted language 
from Kaiser-Frazer (nt. 8, 195 F.2d at 843-44) explains that the 
quoted conclusion flows from the language of the Securities Act 
itself: 


"8, Further support for our holding may be found 
in § 14 of the Act of 1933, 15 U.&.C.A. § Tim, - +s 


"The broad language of this section may be con- 
strued to brush aside ordinary contract principles of 
estoppel and waiver that might otherwise apply to 
contracts for securities, including underwriting agree- 
ments." (Quotation omitted). 

Moreover, in Kaiser-Frazer, this Court made clear, 195 
F.2d at 844, that the deficiencies of that prospectus were such 
that it could not lawfully be used in connection with the contem- 
plated public offering, which necessarily rendered the under- 
writing contract itself unenforcible. In contrast, the Second 
Defense raises only a defense personal to Faulkner---one who has 
not received a prospectus with the "confirmation" may be entitled 
to rescind---he is not required to do so. And Faulkner's resale 
of the securities purchased from plaintiffs, although the purchase 


was confirmed to them without a prospectus, would give no subse- 


quent purchaser from either of them the remedies of section 12. 


¢ : 
Even further from the mark is the reliance of the Court 


below upon Garfield v. Strain, 320 F.2d 116, 119 (10th Cir. 


1963), because there the Tenth Circuit said: 


"Tt seems to be assumed that if the sale was in viola- 
tion of the Securities Act, .. . the purchaser is 
entitled to rescind the contract and no action would 
lie upon 4¢. Cf. A. Cy. Frost & Co. v. Coeur D'Alene 

Mines Corp., 312 U.S. 38, 61 S.Ct. 414. For purposes 

ef this appeal, we will indulge in the same assumption." 
Having "indulge[d] the assumption" the Tenth Circuit held that 
there had been no violation of the Act and affirmed the decision 
below. This scarcely is authority for the proposition for which 
Garfield v. Strain was cited by the Court below. Moreover, in 
the light of its citation of Frost v. Coeur D'Alene, supra, it 
can scarcely be supposed that the Tenth Circuit intended to make 
the holding which the Court below ascribed to it. 

Similarly there is scant support, if any, for the 
conclusion reached below based upon this Court's decision in 
Schillner v. H. Vaughan Clarke & Co., supra, 134 %.2€a 875 (24 
Cir. 1943). There this Court affirmed a judgment rendered under 
section 12(2) of the Securities Act, in a suit brought by the 
purchaser against her seller---precisely the situation envisaged 
by section 12(2). The passage quoted by Judge Werker below 
recognizes that the liability imposed by section 12(1) or 12(2) 
“embrace[s] all transactions made unlawful by section 5," which 
scarcely does more than to say what section 12 itself says. But 
the “liability" to which this Court referred is the explicit 
liability created by section 12, and not some generalized public 
policy rationale for avoiding contracts, inconsistent with the 


express liabilities and dependent solely upon who is suing whom. 


Finally, the Court's discussion of the Third Defense 


itself demonstrates the manifest incorrectness of its holding 


that the protections of section 19(a) are not available to one 
who is suing rather than being sued. Judge Werker devotes almost 
five printed columns (pp. 99,347--50, A-13-16) to his discussion 

of the Third Defense. Of these, not less than three columns 

(pp. 99,348-49, A-14-15) are devoted to an analysis of which 
section, as between 12(1) and 12(2), is the correct remedial 
statute to be applied to the putative violation resulting from 
the "omission" of the prospectus to name Tobey & Kirk as "under- 
writer". Judge Werker correctly, in our judgment, reasons that 
the proper section must be section 12(2). But the Court's discus- 
sion itself demonstrates that a consideration of the Third Defense 
itself necessarily requires an examination of what would be the 
result in a suit by Faulkner, and illustrates the conceptual flaw 
in the Court's holding that although section 19(a) might furnish 


a defense to such a suit, it is not applicable here because the 


suit is brought by plaintiffs and not against them. Plaintiffs 


submit that the distinction is meaningless and indefensible, and 
the District Court's rejection of resort to section 19(a) should 
be reversed. 
(b) The failure to deliver a pros- 

pectus with the "comparison", 

and to identify Tobey & Kirk 


as an "underwriter" "conformed" 
to SEC rules and regulations 


within the meaning of § 19(a) 
Granting that plaintiffs were entitled to invoke the 


exculpatory provisions of section 19(a), the question would then 


be whether the General Counsel's Opinion (and particularly Ques- 


tion and Answer # 8), applicable to the Second Defense, and the 
Commission's Staff's informal agreement to or acquiescence in the 
issuer's counsel's undertaking to supplement the prospectus with 
the names and addresses of statutory underwriters qualify as 
"rules or regulations" to which section 19(a) attaches. 

The answer is relatively easy in the case of the General 
Counsel's Opinion since it is now clearly established by this 
Court's decision in Gerstle v. Gamble-Skogmo, Inc., 478 F.2d 
1281, 1284 (2a Cir. 1973), that the protections of section 19(a) 
of the Securities Act (or of the virtually identical section 
23(a) of the Exchange Act, 15 U.S.C. § 78w(a)), are available 
notwithstanding that the "rule" or "regulation" has not been 
formally adopted. 

Moreover, the protections of section 19(a) are based 
upon "good faith conformity" not "good faith reliance", so that 
the right to invoke the section does not require the party claiming 
it himself to make inquiries of the Commission (as the.rationale 
of the Court below with respect to the Third Defense (A-15) seems 
to suggest). The protections of the section come into force if 
there is a justifiable established practice and a common under- 
standing among the Bar specializing in the securities field. As 
this Court said in Gerstle, supra, 478 F.2d at 1294, it applies 


if the conduct is based upon "a general understanding ... 


regularly given effect by the Commission's able staff in dealing 


with lawyers who specialize in SEC matters," or consists of an 


understanding which has become "an article of faith among lawyers 


specializing in the securities field," id., at 1293, or one which 
is based upon "the Commission's consistent interpretation of its 
own rule," id., at 1294. There is no duty to make individual 
inquiries by the party invoking its protections. 

Similarly, in SEC v. Harwyn Industries Corp., 326 
F.Supp. 943, 954 (S.D.N.¥. 1971), Judge Mansfield in effect 
applied section 19(a), although it had not been invoked in terms, 
in denying injunctive relief to the Commission because of "defend- 
ants' good faith reliance upon their counsel's interpretation of 


§ 5," an interpretation which was itself based upon 


"a view that had evolved through the years as a result 
of the Commission's issuance in 1936 of Release No. 33- 
929 and its failure thereafter to dispel the interpre- 
tation generally put upon the Release by the bar. Feed- 
ing upon itself the view became a loophole. . .:" ibic. 


As respects the Second Defense, Tobey & Kirk's conduct was "in 
conformity with" a Commission Release, as in Harwyn. 

Moreover, as respects the availability of section 19(a) 
to the Third Defense, it must be noted that the prospectus itself 
was issued by White Shield, whose special SEC counsel had obtained 
the Commission's Staff's implicit agreement or acquiescence in 
the practice followed. In Harwyn, Judge Mansfield found it signi- 
ficant that defendants had acted on advice of counsel, id., at 955: 

"The first of the facts which we deem relevant is 
that defendants at all times relied on the advice of 
counsel. .. . This advice, that the transactions were 
legal and no registration was required, was rendered in 
the light of prevailing business practices, the ambigu- 
ity which surrounded the applicability of the 1933 Act 


to stock dividends, and the acquiescence in spin-offs 
of unregistered stock by the Commission." 


Here there was little ambiguity as to the practice of not listing 


by name each potential statutory underwriter, because that is a 


practice commonly used in "shelf registrations"---i.e., distribu- 


tions which are not underwritten. 
As respects the Second Defense, applying section 19(a) 

to the new-found obligation of delivering a prospectus with a 
comparison is easier than in Harwyn. In both cases, the "article 
of faith" was based upon an SEC Release (here the General Counsel's 
Opinion). However, unlike Harwyn, where the earlier Release had 
been greatly undercut by more recent releases and by published 
warnings that the Commission viewed the challenged practice with 
concern, here the substance of the earlier release had been 
enacted into law, and it was not until the filing of the Commis- 
sion's amicus memorandum in May 1975, almost exactly five years 
after the transaction giving rise to the present action, that the 
Commission first voiced the possibility that sections 2(10) and 
5(b) (1) might apply to a broker's "comparison." In these circum- 
stances, it seems to us that section 19(a) should be applicable 
to both Affirmative Defenses. 
(c) The Court improperly denied 

summary judgment as to the 

Third Defense on the basis 


of suppositions of facts not 
of record and contrary to the 


common registration practice 


In addition to the reason for denying resort to section 
19(a) which was common to both the Second and Third Defense, 


Judge Werxer improperly indulged Faulkner's speculations as to a 


pseudo-fact issue as to whether plaintiffs might have withheld 
information from the Commission, or even misrepresented facts to 
it, thus leading the Staff to agree to a procedure which, had it 
known the true facts, it would have rejected. Thus the Court 
below said, CCH Sec.L.Rep. ¥ 95,463, at pp. 99,349-50 (A-15-16) : 
"Pirst, the defendant raises a significant factual 
question as to whether all of the facts relevant to 

Tobey & Kirk's status were in fact disclosed to the 

SEC. Unless that issue is resolved in plaintiffs' 

favor, they cannot rely on any authorization provided 

by the SEC." 

The assumption that plaintiffs might have withheld 
facts from the Commission is premised upon Faulkner's contention, 
id., at p. 99,348 (A-14): 

"that it was clear several months prior to the publica- 

tion of the prospectus that Tobey & Kirk were, in fact, 

underwriters of the proposed distribution and that had 
the SEC been apprised of that fact, it would have 
required disclosure of that fact." 

The contention is specious. In the first place, Point 
II demonstrates that Tobey & Kirk's putative status as an "under- 
writer" is anything but clear. Secondly, Faulkner's contention 
simply ignores the realities of the registration process under 
the Securities Act in which selling shareholders are not required 


or expected to communicate directly with the Commission's Staff. 


Registration statements are invariably prepared and filed by the 


issuer, and all communications with the Securities and Exchange 


Commission in connection with the contents of registration state~ 
ments are from the issuer, generally through its SEC counsel, to 


whom the Staff's "Letter(s) of Comments" are in turn addressed. 


This being the general practice, and there being no 
direct evidence that either of the plaintiffs (or Tobey & Kirk) 
had had any communication with the Commission or its Staff, and 
in the light of the fact that the contention was raised in opposi- 
tion to a motion for summary judgment, if Faulkner had any contrary 
evidence, FRCP 56(e) and 56(f) required it either to come forward 
with the evidence or to explain its absence, cf., Radio City 
Music Hall Corp. v. United States, 135 F.2d 715, 718 (2d Cir. 
1943; L. Hand, J.); Engl v. Aetna Life Ins. Co., 139 F.2d 467, 
473 (2a Cir. 1943), and the Court below erred in entertaining 
what amounts to little more than a speculative suggestion by 


Faulkner. 


Moreover, there was affirmative evidence in the record, 


given by a non-party whom Faulkner could readily have deposed--- 


George J. Solomon, Esq., the issuer's SEC counsel---that the 
common practice of channelling all communications with the SEC 
through the issuer's counsel was actually followed here. In 
addition, the Commission, as amicus below, was singularly welil- 
situated to bring such putative facts---if they existed---to the 
Court's attention. But, although the Commission urged that 
judgment be entered against plaintiffs on four separate grounds, 
it took no position as to the Third Defense or the plaintiffs' 
invocation of section 19(a), which suggests that Faulkner's 
contention is wholly lacking in factual basis and should not have 
been entertained below. 

The Solomon affidavit completely rebuts Faulkner's 


insinuations and the Court's assumption that those insinuations 


raise a factual issue warranting denial of summary judgment. 


Thus, paragraph 2(c) (A-121) discloses that the registration 


statement covering the shares of the plaintiffs and twenty-five 


other selling shareholders was first filed on May 13, 1971. 
Paragraph 4 discloses (A-122) that in a letter of comments dated 
May 27, 1971---only two weeks after the filing of the registra- 
tion statement---the Commission's Staff requested the issuer to 
furnish the identity of NASD members who transact dealings in 
more than 10% of the shares being registered" by two of the four 
White Shield registration statements, including the one register- 
ing plaintiffs' shares. Paragraph 5 then discloses (A~-122) that 
on June 3, 1971 the issuer through its counsel undertook to 
supply such information "from time to time as necessary after the 
effective date" of the registration statement(s), and the Staff 
evidently concurred in this undertaking because it declared the 
registration statement in suit effective on June 7, 1971--- 
virtually upon the receipt of the "undertaking." 

Paragraph 6 then discloses (A-123, 161) that on June 3, 
1971 (a Thursday), counsel wrote to each cf the selling share- 
holders under two registration statements to which the undertaking 
applied, advising them that they were obliged to inform the 
company promptly "of the identity of cuch broker-dealer firm 
utilized in the sale of shares and of the number of shares such 
broker-dealer was requested to sell." Assuming that counsel's 
letter was received by plaintiffs as early as Friday, June 4, 


1971, it strains credulity to believe either that Olaintiffs had 


any communication with the Commission prior to noon, Monday, June 
7, 1971, when their registration statement was declared effective, 
or that they were obliged to furnish counsel with the information 
(as yet only conjectural) before the registration statement 
became effective on the next business day. 

Rather, as paragraph 7 of the Solomon affidavit dis- 
closes (and Exhibit "7" thereto confirms, 1-123, 169-70), on June 
14, 1971, after plaintiffs thovght that they had sold out their 
stock, they informed counsel of the total number of shares sold, 
through whom and to whom they were sold, and the number of shares 
sold to each purchaser, precisely what had been requested by the 


issuer's counsel "in good faith conformity" with the undertaking 


given to and accepted by the Commission's Staff. 


Thus, plaintiffs, acting through the issuer's counsel, 
gave to the SEC the precise information which it had requested of 
the issuer's counsel, and they did so in precisely the manner in 
which the Commission's Staff had agreed to receive it. There is 
no factual showing either that they made any independent disclo- 
sures to the Commission or that they were asked to do anything 
other than what they actually did. 

The decision below threatens every selling shareholde1 
with a full-blown trial on the question of whether he had had 
communications with the Commission, or whether he should have had 
them, and would result in vastly complicating the registration 
gocess. In order to be safe, selling shareholders would tend to 


second-guess the issuer's counsel, and to communicate directly 


with the already overworked Commission Staff. No legitimate 
statutory purpose would be served by such a procedure. The 
"question of fact" here is spurious. 

Section 19(a) required that summary judgment be granted 


to plaintiffs on the Second and Third Affirmative Defenses. 


POINT IV 

THE COURT BELOW ERRED IN REFUS- 

ING SUMMARY JUDGMENT TO PLAIN- 

TIFFS DISMISSING THE FIRST DEFENSE 

BECAUSE THE TESTIMONY OF FAULKNER'S 

OWN TRADERS ESTABLISHES THAT THE 

RULE 10b-5 DEFENSE INVOLVES ONLY 

A QUESTION OF LAW, NOT ONE OF FACT 

Faulkner's First Affirmative Defense alleges that 

plaintiffs violated Rule 10b-5 by allegedly failing to disclose 
the fact that the shares being offered to Faulkner were part of a 
registered "secondary distribution." However, the dispute is not 
as to what was said but as to what was required to be said, since 
Faulkner's own traders admit that plaintiff Santangelo told them 
that he was selling some distribution stock when he told them dikira 
you'll look in the prospectus you'll see that I was one of the 


selling shareholders" (A-268-69). They also admit that he repeat- 


edly refused to sell them the stock because he was awaiting "SEC 


clearance" (A-333-34, 357). 


The traders apparently misunderstood what they were 
being told because they only knew of one secondary a@istribution--- 
the so-called "Leason secondary"---and when they asked Santangelo 


if his stock was part of that secondary, he truthfully told them 


it was not. From his answer they incorrectly inferred that the 


stock was not part of any secondary distribution. Nor did either 


of the Faulkner traders inquire into the nature of the "SEC 
clearance" which Santangelo was awaiting. 

Thus the Rule 10b-5 contention comes down to a question 
not of what was said, but of the scope of the duty to disclose. 
Plaintiffs contend that they did not violate Rule 10b-5 because 
they neither knew the Jaffee Rule nor had any reason to know it, 
so that the registered character of their stock was not a material 
fact to them. They did not suspect that Faulkner was ignorant of 
the four virtually simultaneous White Shield distributions and so 
might misunderstand Santangelo's truthful answers to the traders’ 
direct inquiries about the Leason secondary. They contend that 
their duty was to answer the questions actually asked by the 
Faulkner traders, not to guess what the Faulkner traders were 
attempting to find out. Faulkner, supported by the Commission as 
amicus below, contends that this argument signals a return to 
caveat emptor. If so, it has received the Sanction of a numrer 
of Courts of Appeals, including this Court. 

Judge Werker apparently misunderstood the argument. 
Without discussing the mounting authority for a subjective test 
of materiality of peripheral matters, he denied summary judgment 
because "the facts are in sharp dispute as to both the fact of 
omission and extent of Faulkner's inquiry as to the status of the 
stock," CCH Sec.L.Rep. 4 95,463, p. 99,343 (A-9), and assumed 


"materiality", p. 99,342 (A-8): 


"The parties seem to agree, as does the court, 
that failure to disclose the fact that the stock being 
sold was, in fact registered stock would be a material 
and fraudulent omission in violation of . . . Section 
10(b) of the 1934 Act. C£. Vohs v. Dickson, 495 F.2d 
607 (5th Cir. 1974). This is particularly true in 
light of In the Matters of Jaffee & Co. [1969-1970 
Transfer Binder] CCH Fed.Sec.L.Rep. { 77,805 (1970), 

. » » The issue is whether in fact there was such an 
omission." 


On reargument we asked the District Court to correct 
this statement because far from reflecting the "agreement" of 
the parties, it was diametrically contrary to plaintiffs' position. 
We argued as follows: 


"Contrary to the quoted language of the Court, it 
has been plaintiffs' consistent position . . . that the 
scope of the duty of disclosure turns upon the relative 
knowledge of the seller and the purchaser. See, €.9., 
SEC v. Coffey, 493 F.2d 1304 (6th Cir. 1974); 3} Frigitemp 


Corp. v. Financial Dynamics Fund, Inc., 524 F.2d 275, 
382 (2d Cir. 1975); Thomas v. Duralite Co, Inc., 524 
F.2d 577, 584 (3d Cir. 1975); Eason v. GMAC, 490 F.2d 
654, 660 nt. 28 (7th Cir. 1973; J. ©. Stevens, J.), 


® ° ® 


The District Court modified the quoted language, but still missed 
the thrust of plaintiffs' contention (A-23): 


"The parties seem to agree, as does the court, 
that failure to disclose the fact that the stock being 
sold was, in fact, registered is a material omission. 


Plaintiffs did not violate 
Rule 10b-5, as a matter of 
law, because Faulkner's self- 
imposed ignorance of publicly- 
available facts prevented it 
from understanding plaintiffs' 
truthful disclosures 


Excluding such matters as are conventionally "material" 


to any informed investment decision, as to which the test may be 


an objective one, the law is now clear that on peripheral matters 
the scope and extent of the disclosures required under the Exchange 
Act depend upon the context in which the disclosures are made, 


the identity and presumed knowledge of the parties, and the cir- 


cumstances. As Judge (now Justice) Stevens said in Eason v. GMAC, 


490 F.2d 654, 660 nt. 28 (7th Cir. 1973), the Exchange Act is 

"A flexible statute which emphasizes the relevance of 

the context in which a transaction takes place. . 

[and should not] arbitrarily assume that every pur- 

chaser and every seller is e1.titled to precisely the 

same disclosure." 
And, as noted in Vohs v. Dickson, supra, 495 Fi2d 607, 623 (5th 
Cir. 1974), a purchaser too is "charged with a duty of reasonable 
investigation." That duty was totally ignored by Faulkner. 
Had it been observed, there would have been no problem, no ambi- 
guity, and no lawsuit. 

It is clear that if Faulkner had obtained a copy of the 
prospectus (A-130-37) covering the "Leason secondary"---of which 
its traders had knowledge for at least a month---it would have 
learned from that prospectus (ana the Base Prospectus incorporated 
therein) of the existence of four distributions (A-129, nt. 5). 
Had it then obtained copies of all four prospectuses, the prospec- 
tus in suit would have disclus<d not only that Santangelo was a 
selling shareholder in a secendary distribution, but that he did 
not own 44,000 shares apart from those being offered by the 
prospectus (A-139). Armed with this information, Faulkner's 


traders could have asked him some meaningful questions, and they 


would have received pextinent answers. 


Santangelo admittedly disclosed to Faulkner's traders 
that his name appeared in a prospectus. Both traders admit they 
asked him whether the stock being offered to them was part of the 
"Teason secondary,” and that he told them that it was not, conceal- 
ing nothing and having no reason to assume that they knew of no 
other secondary. Santangelo did not know the Jaffee Rule and had 
no reason to know it (A-175-77, ##4-6), and he therefore did not 
know the significance of distribution stock to a market-maker. 

He did not even know Faulkner was making a market in stock of 
White Shield (A-183). The traders appeared to be curious only 


about the Leason secondary (for reasons they never explained). 


They never intimated that they would not purchase the stock if it 


were part of the Leason secondary, or, a fortiori, if it were 
part of any other secondary distribution. Santangelo did no: 
violate Rule 10b-5 because he was unable to divi from their 
questions about the Leason secondary that what they really wa: ted 
to know was whether the stock was registered in any secondary, or 
that they would not buy any distribution stock. 

Rule 10b-5 is not violated because the Faulkner traders 
erroneously concluded) from Santangelo's truthful answers to their 
direct questions that his stock was not part of any secondary. 
Santangelo never made that representati.on nor intended to be 
understood as having said so. The misunderstanding or ambiguity 
resulted from Faulkner's studied refusal to inform itself as to 
publicly-available facts relating to a security in which it was 


making a market. Fatlkner's self-imposed ignorance creates no 


Rule 10b-5 liability in those with whom it dealt. The cases make 
clear that for there to be Rule 10b-5 liability for an omission 
of fact, the fact must be material and the party omitting it must 
have some reason to believe it material to the other party. Here 
plaintiffs had no such reason. 


Thus, in Frigitemp Corp. ¥.s Financial Dynamics Fund, 
524 F.2d 275, 282 (24d Cir. 1975), this Court said: 


"As Judge Tenney noted, the purchases of Frigitemp 
shares by the Funds in substantial amounts were not 
concealed. The appellants discovered from a perusal of 
available transfer sheets much later what they cculd 
have discovered at the time---that the Funds had pur- 
chased a large number of shares. Since the appellees 

2 that the volume of their pur- 


"Whether 'constructive knowledge,' or 'ready 
access to the information involved,' ... is always a 
bar to the plaintiff we need not decide. Suffice it to 
say that even it we lewer the requirement of scienter 
on the part of the defendant, see discussion in Lanza 
¥. Drexel & Co., 475 ©.26 1277 (2 Cir. 1973) (en banc), 
his reasonable belief that the other party already has 
access to the facts should excuse him from new disclo- 


eee eager 


sures which reasonably appear to be repetitive.” (Em- 
phasis, other than "plaintiff" and "defendant", added; 


most citations omitted). 


And see, Thomas v. Duralite Co., Inc., 524 F.2d 577, 584 (3d Cir. 


19735); ¢f., Gruss v. Curtis Publishing Co., F.2d , CCH 
Sec.L.Rep. 7 95,524, at pe. 99,687-88 (24 Cir. 1974). 
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in BEC v. Coffey, 493 F.2d 1304, 1313 (6th Cir. 1974), 
the Court said: 


"Fraud or deceit presupposes the superior knowledge of 
one party over another. . . . The State [the purchaser] 
was not in the position of an innocent purchaser, 

misled by an insider's use of a prime rating on short- 


term paper to just’fy the quality of its longer term 
notes, since the State itself required precisely the 
showing it yeceived. As. s Rute 10b-5(1) and (3) 
Violation depends upon one party's taking an unfair 
advantage of anotnuer party through a deceptive practice 
or fraudulent scheme. There is no duty to disclose 


information to one who reasonably should already be 
aware of it.” (Emphasis added). 


Elsewhere in Coffey, 493 F.2d at 1314, the Court explicitly 
required a showing that "Coffey knew or should have known that 
the omitted information was significant to NCO": 


"As to Appellant Coffey, who personally sent 
financial information to NCO, a potential finding under 
Rule 10b-5(2) is that he omitted material facts neces- 
sary to make the statements made to NCO not misleading. 
If the SEC can prove that the alleged omissions repre- 
sent facts which were known or should have been known 
by Coffey while dealing with NCO, that they were neces-~ 
sary to make the information forwarded to NCO not 
misleading, and that Coffey knew or should have known 


that the omitted information was Significant to NCO 
within the principles of SEC v. Capital Gains Bureau, 
375 U.S. 180... (1963), then Coffey may have viola- 
ted Rule 10b-5(2). . . ." (Emphasis added). 


Again, in Kohler v. Kohler Co., 319 F.2d 634, 641-42 
(7th Cir. 1963)---a suit brought by an allegedly defrauded seller 
---Judge Swygert said: 


"Purthermore, honesty and fairness permit consi- 
deration of the actual and normal business acumen of 
the seller. Here, the company could fairly deal with a 
person who had had many years of intimate acquaintance 
with the affairs of the corporation, who was closely 
related to many principals of the corporation, who had 
extrinsic sources of sound business advice, and who 
himself was promoting a speedy sale, in a manner that 
might not be fair if plaintiff had been a novice tc 
stock transacticns or the corporation's activities. 


"On one hand, corporate insiders must scrupulously 
disclose to outsiders those material facts about a cor- 
poration's business which in reasonable and objective 
contemplation might affect the value of the corpora- 


tion's stock or securities and which the insiders 

should reasonably believe are unknown to the outsider. 

On the other hand, they are not required to search out 
abl f£ 


details that presum would not influence the per- 
son's judgment with whom they are dealing." (Emphasis 
added). 


Arber v. Essex Wire Corp., 490 F.2d 414, 420 (6th Cir. 
1974), held that a party cannot claim to have been defrauded by 
the failure of another +o disclose facts which were both freely 
available and known by the complaining party to be available, and 
thus remedy his own prior lack of interest: 


"Appellants also claim that appellees did not 
disclose book value which was suvstantially greater 
than the offer price, and other financial data such as 
earnixgs per share. This information, however, was 


readily available to appellants wno, although aware of 
its existence and availability, were simply uninter~ 
ested. We hold that an insider has no affirmative duty 
to direct a seller's attention to al” -outine data com- 
monly found in the statements and boo. ' of the cor- 
poration, at least where that i~“orme .on is readil 
available7\ the outsider has know edg- that it is 
ee Le ee ee Se ee Se age ne 
avallable and makes no inguiry; and the information 
thus availabie is not of an unusual or extraordinary 


nature." (“mphasis added). 

Given the history of daily entreaties by the Faulkner 
traders to Santangelo to sell, and-his repeated refusals, the 
Fifth Circuit's terse comment in Vohs v. Dickson, 495 F.2d 607, 
624 (Sth Cir. 1974), is also significant: 

"The record presents a picture of aggressive purchasers 

who took it upon themselves to ascertain the status of 

the company and its stock, not persons who passively 

relied on the knowledge and advice of their seller." 
Here Faulkner, a market-maker in White Shield stock, knew of the 
existence of at least one secondary in that stock. It therefore 


knew or should have known that a prospectus was available, and it 


concededly knew that the prospectus would disclose the identity 


of selling shareholders (A-436-37). It says that it did not 
bother to procure a copy. Had it done so it would have known 
everything which it now conten:is Santangelo was duty-bound to 
disclose. Faulkner has no standing to complain that in the 
course of telephone conversations with its traders, carried on in 
the jargon of Wall Street, Santangelo failed to disclose what 
Faulkner claims to have been interested in ascertaining but never 
asked. It is clear that Faulkner knew the pertinent fact of 
registration well in advance of the sale in suit. It knew how to 
ohtain the details. It was, as the Sixth Circuit put it in 
Arber, "simply uninterested". 

Moreover there is significant evidence in Jaffee 
itself---upon which Faulkner's house counsel purported to rely in 


rejecting the transaction---that a market-maker is required to 


keep himself abreast of distributions in securities in which he 


is making a market, and to obtain prospectuses of known distribu- 
tions in such securities. In Jaffee, Greene & Co.---the "market- 
maker"---was held to have vioiated Rule 10b-6 because, knowing of 
the existence cf the distribution, it nevertheless continued to 
purchase securities from Lee & Co.-~--the "exclusive agent" 
(i.e., “underwriter") for all of the selling shareholders-~~ 
without inquiring into the status of the offering. Matter of 
Jaffee & Co., CCH Sec.L.Rep. 77,805 at p. 83,858 (1970). Thus, 
while purporting to have regarded the fact of registration material 
because of Jaffee, Faulkner kept itself ignorant despite Jaffee. 
To summarize, plaintiffs' duty of disclosure must be 


measured by the relative states of the knowledge of the two 


parties, and by plaintiffs’ reasonable belief that the information 
relating to their participation in the White Shield distribution 
was already known to the Faulkner traders. No Rule 10b-5 liability 


results from any misunderstanding of the actual disclosures 


itself resulting from Faulkner's self-imposed blindness to publicly- 


available information, knowledge of which would have put the 
actual verbal disclosures into an unambiguous context. 

On these facts, there has been no violation of Rule 
10b-5 by the plaintiffs, as a matter of law. This is not a 
return to caveat emptor. It is a refusal to convert a rule 
requiring full disclosure into one compelling a seller of securi- 
ties, at his peril, to divine the purchaser's undisclosed concerns. 
(b) The undisputed facts are 

that plaintiffs did dis- 
close that their stock was 
in registration and could 
not be sold without "SEC 
clearance" 

It is undisputed that plaintiff Santangelo first tele- 
phoned Faulkner on or about June 1, 1971 (after learning that 
Faulkner had been a big buyer of White Shield stock) and inquired 
as to its interest in buying a block of White Shield stock (A- 
359). On that day MacMillen returned Santangelo's call and told 
him he would be interested in buying the 44,000 shares available. 
The sale was not made until after the registration statement was 
declared effective on June 7, 1971, notwithstanding that MacMillien 


(or Lattuga) spoke to and attempted unsuccessfully to buy the 


stock from Santangelo on each and every business day including 


June 7, 1971---i.e., on June l, 2, 3, 4 and 7, 1971---but was 
refused on each occasion because "SEC clearance" had not yet been 
received. 

On their respective depositions, Santangelo and Ross 
were asked whether in any of these conversations they had in so 
many words told MacMillen or Lattuga that the stock they were 
offering was "in registration." Both replied in the affirmative 
(Ross having testified that he was present while Santangelo spoke 
to MacMillen on most of those days). Santangelo testified (A- 
185-86) that he had used the term "registration" (A-188): 

"© Do you recall whether Mr. MacMillen at any 
time asked you during any of these telephone conversa- 
tions whether the stock was included in a registration 
statement? 

"A Yes, because he couldn't understand why I 
couldn't sell him the stock, and I kept telling him 'I 
can't sell it to you until it's effective, until I am 
out of registration.'" 

Ross testified that he had told MacMillen that "we 
could not sell him the stock because it was still in registration” 
(A-240), and that he even offered MacMillen a "red herring" 


prospectus which MacMillen allegedly declined because Faulkner 


already had a copy (A-241). Ross testified that the stock was 


finally sold to Faulkner on June 7, 1971, after earlier refusals, 


only after Santangelo had told MacMillen, in Ross's presence, 

that he "had received word from the attorneys for White Shield 
that the stock was out of registration and could be traded" (A- 
243), which testimony is confirmed by plaintiff Byrnes's affidavit 


(A-165, # 5) ° 


The Faulkner traders do not admit that the word "regis- 
tration" was used. If the issue before the District Court were 
whether those actual words had been used, we would agree that 
summary judgment could not be granted to either party. But that 
was never the issue before the Court below. Full disclosure does 
not depend upon the form of the words utilized, or whether, "in 
the bright gleam of hindsight," Friendly, J., concurring in SEC 
v. Texas Gulf Sulprur Co., 401 F.2d 833, 667 (2d Gir. 1968); a 
better statement becomes apparent. And see, Gruss v. Curtis Pub- 


lishing Co., ae Ls , CCH Sec.L. Rep. ¢ 95,524, at pp. 99,687- 


88 (2d Cir. 1976). As the Commission itself said in its amicus 


memorandum below (p. 32, % 38), "the inquiry s’7uld be, simply, 
whether the purchaser knew of the fact of registis-cion at the 
time he agreed to purchase the shares." The testimony of Faulk- 
ner's traders establishes that the purchaser here did know. 
MacMillen's Testimony 

That the fact of registration was disclosed is conclu- 
sively established through the testimony of Faulkner's trader, 
MacMillen, who had most of the pertinent conversations with 
plaintiff. He admitted that Santangelo had told him that he was 
selling stock pursuant to a registration statement, and actually 
told him to look in the prospectus where he would find Santan- 
gelo's name as a selling shareholder (A-268, 338-39). MacMillen's 
admission should end the inquiry. 

The issue survives only because v.here was some confusion 


in MacMillen's earlier testimony. Although he conceded from the 


beginning that Santangelo had told him "if you'll look in the 
prospectus, you'll see that I was one of the selling stockholders" 
(A-268-69), at first he ascribed to Sa:tangelo a reference to the 
"Leason secondary," and an assurance by Santangelo that the stock 
being offered to Faulkner was "away from that secondary." The 
early part of MacMillen's testimony (upon which Faulkner's claim 
of affirmative misrepresentation is based) is as follows (A-268- 


69): 


@ 


"When we originally spoke to him about the trade he 
said, if you'll look in the prospectus, you'll see that 
I was one of the selling stockholders in the secondary 
that was offered by Leason & Co., so forth. | 


"He says, this is away from that secondary. He 
said this is stock in another group I belong to, 
another corporation I belong to." (Emphasis added). 
However, later in his deposition MacMillen testified 
that the underscored words "in the secondary that was offered by 
Leason & Co., so forth" were MacMillen's own, and not Santangelo's, 
and that Santangelo had never told him that he had any stock in 
the Leason secondary. He testified that in respose to Santangelo's 
statement thet his name appeared in a prospectus, MacMillen 
himself asked Santangelo whether the stock was part of the Leason 
secondary, and admit:s Santangelo responded that the stock was not 
part of the Leason secondary (A-340-41): 
"A He said, 'if you'll look in the prospectus, 


-you'll see my name.' This is the statement I believe I 
made to you w.ere you might hzve -- 


* * * 


"O 'T£ you look in the prospectus,’ he said, 
'you will see my name.' Did he say, ‘if you'll look in 
the Leason prospectus?' 


"A My assumption  suld be that he was making 
reference to the Leason prospectus, yes. 


"o It would be your assumption? 


"A Bight. 
0. And it would be your assumption whether or 
not he actually said, 'if you look in the Leason pros- 
pectus,' isn't that correct, because you only knew of 
one prospectus on June the 4th, June the 3rd and June 
the 2nd? 


"R That's correct." (Internal quotes added). 
This inquiry was pursued on cross-examination (A-347-48): 
"Q [By Mr. Bayda] You testified that in one of 


these telephone conversations prior to the trade with 
Mr. Santangelo, Mr. Santangelo referred to a prospectus 


with his name in it. Did he tell you in this particu- 
lar conversation that the stock being sold to Faulkner 
was outside of that, that it had nothing to do with 
that? 


"A Yes, he did. 

"MR. BAYDA: I have no further questions. 
EXAMINATION BY MR. DUFF: 

ae) You're quite sure of that? 


"A Well, let me answer your question in another 
way. I put the question to him. on 


of? What question did you put to him? 

"RK Whether or not this was part of the Leason 
secondary. Or if the stock that he was selling was 
away from that Leason or a part of--apart from the 
Leason secondary. He said, 'yes'. 


"© And that was what you [meant when you] answered 
Mr. Bayda's question? 


"A Yes." (Internal quote added). 


Thus, MacMillen's testimony, taken as a whole, is that 
(a) Santangelo told him that his name appeared as a selling 
stockholder in a prospectus; (b) MacMillen asked him if the 


stock was part of the Leason secondary; (c) Santangelo told him 


that the stock was "apart from" the Leason secondary; (d) MacMil- 


len concluded that the stock was therefore unregistered but 
Santangelo never said so himself. Indeed, MacMillen explicitly 
admitted as much (A-328): 
"O My question is, did he [Santangelo] ever tell 
you that they [the shares being offered] were not part 
of any other registered offering? 


"A Never did. 


"Q Did he ever imply to you that they were not 
part of any other registered offering? 


"A To the best of my recollection, no." 

Santangelio's response was neither calculated to deceive 
noy deceptive in itself. Santangelo himself had no reason to 
believe that MacMillen did not know of three imminent secondary 
distributions other than the Leason secondary, nor did he know 
the importance which Faulkner allegedly attached to not purchas- 
ing distribution stock. MacMillen appeared to be curious only 
about the Leason secondary (for reasons which he did not explain), 
and Santangelo told him in good faith that his stock was not part 
of that secondary. 

It is also significant that these several admitted 
conversations be_.ween MacMillen and Santangelo occurred at a time 


when Santangelo was repeatedly declining to sell the stock because 


he was awaiting "SEC clearance". It would have been curious 
indeed if MacMillen, eager as he evidently was to purchase the 
stock, had failed to ask why Santangelo would not or could not 
sell. Both Santangelo and Ross have testified (ante, p. 72) 
that MacMillen made that precise inquiry, and that he was told 
the stock could not be sold until it was out of registration. 
MacMilien himself admitted that Santangelo had told him 
that he could not sell the stock because he was awaiting "SEC 
clearance," and he conceded (A-333-34) that he understood the 
reference to "SEC clearance" to mean that the stock being offered 
to Faulkner might be in registration, but did not inquire. 
MacMillen's precise testimony is as follows: 

"0 Now, we have also had testimony that, and I'm 
not sure how far we have gone with this, but we have 
had testimony that Mr. Santangelo told you at a certain 
time, or I guess at several times, that he was waiting 
for, I think it's fair to use your words, SEC clearance. 


"A That's correct. 


NO As to the shares which he was offering to 
you. What do those words SEC clearance mean to you? 


"A Well, that he had stock in registration with 
the SEC waiting for a formal letter of the stock to be 
sold in the street, that's what it meant to me. Or 
waiting for word from Washington that the stock could 
be sold. 


"Oo So when he talks to you of SEC clearance, the 
several times he used that phrase to you, or some 
comparable phrase, that meant that his shares were in 
registration and he was waiting for the SEC to clear 
that. registration and allow those shares to be sold? 


Les That's correct. 


HO, Well, if I understand you, then, it would 
seem to me that the first time that Santangelo used the 
words to you, SEC clearance, and told you he was waiting 
for that, then at that point you realized that the 
shares he was selling to you were in some form of 
registration with the SEC, is that right? 

"A That's correct. 

"oO Now, when you realized that the shares you 
were buying were in registration with the SEC, did it 
occur to you that you should ask for a prospectus for 
those shares? 

"A No, it didn't occur to me.” 

MacMillen also testified (A-335) that he informed his immediate 
superior that the stock could not be sold without obtaining "SEC 
clearance," and Faulkner's other trader, Lattuga, admits that he 
also knew that fact (A~357). 
Lattuga's Testimony 

Lattuga, who was still employed by Faulkner when he 
testified, bent every effort to demonstrating that Santangelo had 
told him that his stock was not part of any secondary (A-362, 
368). He maintained this posture until, in the face of an appli- 
cation for a ruling (A-370), Faulkner's counsel produced a contem- 
poraneous memorandum prepared by Lattuga and MacMillen in June or 
July 1971 (A-450-51). The traders’ contemporaneous memorandum 
confirmed that Santangelo had said that his stock was not part of 
the secondary, and thus tied into MacMillen's testimony that 
Santangelo was being asked specifically about the Leason secondary, 
the only one of which the Faulkner traders had knowledge (A-288, 324). 


With the production of the contemporaneous memorandum, 


Lattuga's former certainty as to what Santangelo had allegedly told 


~7O~ 


weer 


told him vanished (A-373, 380). Like MacMillen, Lattuga eventually 
admitted that he himself had first mentioned the Leason secondary 
to Santangelo and that Santangelo had merely responded to a 

direct inquiry (A-361). 

The testimony of Lattuga also confixms that both MacMil- 
len and Santangelo had told him that Santangelo was waiting for 
"SEC clearance" (A-360). lLattuga admits he never inquired as to 
what "SEC clearance" might mean (A-377). When asked what he 
understood the term "SEC clearance" to mean, he responded that he 
thought that Santangelo "wanted to make sure he could sell this 
stock and in no way... . be involved in this secondary" (A-357). 


Asked which secondary he was referring to, Lattuga responded "The 


one that was coming out then. I only thought there was one" (A- 


288, 324). 

Moreover, although Lattuga testified that he telephoned 
Vincent Ross of Tobey & Kirk between the trade and settlement 
dates, pursuing a rumor that Tobey & Kirk was selling stock in a 
secondary (A-386), the memorandum of the traders confirms MacMil- 
len's testimony (A-267-68, 288, 295-96) that Lattuga was calling 
Ross about a rumor that Tobey & Kirk was selling a block of 
unregistered stock. The memorandum states (A-450-51): 

"After hearing rumors that there was a piece of unregis- 

tered stock around I asked head order clerk at Tobey & 

Kirk about stock---he said it was and [sic; ‘an'] un- 

coordinated wrap around secondary-~-I asked him what 


that was---he said he didn't know---I then told F[rank] 
Powers not to accept stock." (Emphasis added). 


Confronted with this written admission, Lattuga commenccd an 
obviously hopeless effort to redefine the term "unregistered" so 
as to include within it stock in a registered secondary distvibu- 
tion. Evidently he thought better of it and abandoned the effort, 
preferring to brand as .naccurate the contemporaneous memorandum 
prepared two years before and admittediy "written right afterwards" 
(A-380), which he had previously testified was an accurate reflec- 
tion of the facts (A-376). He said (A-381) that the term "unrcegis- 
tered to me at the time would take on a broad sense of »-" then 
broke off, saying "I would think I should have corrected it 

there. .. . I think the word unregistered is incorrect." Yet 
"unregistered" was the word used by MacMille: in his testimony 
describing the rumor (A-295). 

Indeed, Lattuga's own testimony, although obviousl 
slanted, virtually confirms that this is so because he testified 
{A-386) that in response to his putative question as to ‘yhether 
the stock he had bought was "part of a secondary" Ross answered 
"'tno', it was an uncoordinated wrap-around secondary," an answer 
which would be appropriate if the question had related to unregis- 
tered stock, but would be inane if the question related to stock 
in a secondary. 

Green's Testimony 

Faulkner's house counsel, Marc R. Green, was not a 

participant to the several conversations leading up to the trade. 


Nonetheless his testimony concerning the events immediately 


following the cancellation are revealing, if only by negative 


pregnant, of the contrived character of Faulkner's present Rule 
10b-5 contentions. 

Green admits having had telephone conversations with 
Vincent Ross of Tobey & Kirk, with counsel for Tobey & Kirk and a 
lawyer for plaintiff Byrnes (A-398, 400, 403), and of having had 
a meeting with the several principals on June 21, 1971, to discuss 
the cancellation (A-409). He admits that he was prepared to 
consider possible legal avenues for going through with the trade 
(A-415). 


Green admits that in none of these conversations or at 


the meeting did he or any other Faulkner representative accuse 


plaintiffs cf having misrepresented the registered character of 
their stock (A-416, 419), although at the meeting the "misunder- 
standing" had become manifest (A-:11). He conceded that the sole 
ground which he had assigned for the cancellation in all of these 
conversations was the Jaffee Rule, saying it "encompassed every- 
thing that was transpiring here, and was eu.y to say with one 
word" (A-402; cf., A-398, 400, 40°). He admits that the several 
attorneys disagreed with his readirg of Jaffee, a fact which did 
not shock him (A-406). 

All of these learned discussions about the meaning and 
application of an obscure SEC Release would have been totally ir- 
relevant and unnecessary if at that time Green actually believed 
that there had been violations of Rule 10b-5 by plaintiffs since, 
regardless of Jaffee, Faulkner was free to refuse to contract to 


buy distribution stock and claims it would not have done so had 


it known the facts. Yet Green testified that he had learned of 

the plaintiffu' alleged misrepresentations from the traders even 
before the meeting of June 21, 1971 (A-405). When asked what, 
precisely, the traders had told him, he was prevented from testify- 
ing on grounds of attorney-client privilege (A-417-19; 432-33). 


Green's testimony thus confirms that there has never 


been any legitimate basis for accusing plaintiffs of having 


misrepresented or omitted to disclose the fact that their stock 
was part of a registered distribution. There is no factual 
dispute relating to the First Affirmative Defense, and the Court 
below erred in refusing to grant summary judgment to plaintiffs 


thereon. 


POINT V 

SUMMARY JUDGMENT SHOULD HAVE BEEN 

GRANTED TO PLAINTIFFS AS TO FAULKNER'S 

SEVENTH AFFIRMATIVE DEFENSE BECAUSE 

FAULKNER ADDUCED NO EVIDENCE THAT IT 

WAS PREJUDICED BY PLAINTIFFS' DELAY 

IN COMMENCING RESALES OF THE STOCK 

The Seventh Affirmative Defense asserted by Faulkner 

complains of plaintiffs‘ six week delay in commencing resales of 
the rejected stock, and would hold plaintiffs to the damages they 
sustained on the date of the initial rejection. Recognizing that 
no decision on the Seventh Defense was necessary in light of the 
dismissal of plaintiffs' counterclaims by virtue of the ruling on 
the Second Defense, Judge Werker nevertheless held, CCH Sec.hL. 
Rep. ¥ 95,463, at p. 99,356 (A-22), that "the reasonableness of 


the plaintiffs' conduct is a question of fact which cannot he 


determined in a motion for summary judgment." 


Nevertheless, in light of what proved to be the “final” 
rejection on June 23, 1971, Judge Werker held (A-22), that "It 


cannot be argued, however, that by failure to sell out immediately 


after June 23, 1971, the plaintiffs were acknowledging an accept- 


ance of Faulkner's refusal to consummate the transaction." Thus 
the duty to resell started on June 23, 1971, at the earliest. 

Plaintiffs are suing Faulkner for the difference 
between the contract price of $14 per share and the amounts they 
actually realized in reselling the stock in the over-the-counter 
market, a measure of damages which is entirely appropriate. See 
ucc § 2-706. Under the New York law, "A proper resale sets the 
absolute measure of the seller's damage, and is not merely evi- 
dence of his damages, as is the case under the Uniform Sales 
Act." Hawkland, Sales and Bulk Sales, ABA/ALI Series Practicing 
Handbook, p. 150 (2a ed. 1958). 

Faulkner's argument is that the law of New York placed 
upon plaintiffs the obligation to mitigate their damages by 
reselling their stock within a reasonable time. Faulkner reads 
Judge Levett's opinion in Bache & Co., Inc. Vv. International Con- 
trols Corp., 339 F.Supp. 341 (S.0.N.Y. 1972), aff'd. on opin. 
below, 469 F.2a 696 (2d Cir. 1972), for the proposition that 
"reasonableness" relates to time alone, and that plaintiffs' 
delay in commencing their resales for more than one month is per 
senot "reasonable." Accordingly, Faulkner argues that plaintiffs’ 
failure to resell within one month limits them to such damage as 
they would have sustained on the settlemenc date, June 15, 1971, 


é 


relying on UCC § 2-708(1) (F.Memo., R. 23, pp. 84-85). 
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Of course, Bache v. ICC, supra, 339 F.Supp. at 351, 
does not hold that a resale more than one month after the breach 
is unreasonable as a matter of law. Rather, quoting the official 
comments to UCC 2-706(2), the Court there noted, loc.cit., that 
the "reasonable resale" obligation is designed "to realize as 
high a price as possible in the circumstances," and as to the 


time of resale said, "its length cannot be measured by any legal 


yardstick or divided into degrees." On the facts of the Bache 


case, Judge Levet found that "one month" was reasonable. 

In Mayer v. Monzo, 221 N.Y. 442, 446-47 (1917), the New 
York Court of Appeals held sixty days to be reasonable, and that 
under the NASD Emergency Rules of Fair Practice No. 79-2(11), in 
force during the relevant period, liquidation by an NASD broker- 
dealer of a "fail to deliver" or "fail to receive" account 
between broker-dealers was required to be effected within 120 
days. Cf., Hagen Investments, Inc., SEC Release Ne. 9325 (Sept. 
7, Uet1), ‘7i=-'72 CCH Sec.L.Rep. | 78,302. The resales in suit 
were commenced and completed, 1.@., "liquidated" within ninety 
days. 

Moreover, under UCC § 8-107(2), a new provision dealing 
exclusively with sales of securities, and one which is unique to 
the New York law, the plaintiffs were under no obligation whatever 
to resell the stock. They could have held the rejecced stock for 
Faulkner's account and sued for the full purchase price of $616,000, 
Bache v. ICC, supra, 339 F.Supp. at 348-49, in which case Faulkner 


would be entitled to receive the stock, which was quoted at $1-3/4 


bid, $2 asked, on May 6, 1976, the date judgment was entered. 
Given the purpose of the uCcc as expressed in § 1-106---that the 
Code be construed "to the end that the aggrieved party may be put 
in as good a position as if the other party had fully performed" 
---any resale by plaintiffs necessarily mitigated demages and 
redounds to Faulkner's benefit. 

Moreover, UCC § 2-708 (2) provides in essence for fault 
recovery of plaintiffs' loss if recovery under section 2-708 (1) 
---the section invoked by Faulkner to fix damages as of the 
settlement date---is inadequate fully to compensate them. Recovery 
under § 2-798(1) would plainly be both inadequate and inequitable 

on the facts of the present case if for no other reason than that 

Faulkner kept plaintiffs dangling until June 23, 1971, before 
"finally" rejecting the transaction as “illegal"---a rejection 
which followed a further sharp decline in the market price of 
White Shield, after a press release concerning an unsuccessful 
drilling off the coast of Sumatra on June 22, 1971 (A-171-74). 

While we speak of June 23, 1971 as the "final" rejection 


because, with hindsight, we know that that is what it was, in the 


days following the telephone conversation of June 23, 1971, when 


Mr. Green of Faulkner informed Vincent Ross of Tobey & Kirk that 
the transaction was "illegal," there was no assurance whatever 
that Faulkner might not yet go through with the ‘transaction. 
Faulkner had equivocated between the time of its original “rejec- 
tion on June 15, 1971, and the "final" rejection---its willingness 


to consider ways in which it might lawfully be able to take thc 


stock precisely reflecting upturns in the market price of White 
Shield stock, and its counsel's conclusions that the transaction 
was illegal exactly mirroring market declines. 

Plaintiffs themselves attended a meeting at Faulkner's 
offices on June 21, 1971, to discuss the controversy (A-105-06). 
At that meeting, Faulkner had promised to see if there was any 
way for it lawfully to go through, with the transaction notwith- 
standing Jaffee (A-167, 177, 238). Plaintiffs accordingly instruc- 
ted Tobey & Kirk to pursue the matter with Faulkner through its 
own attorneys, and Ross regularly inquired of Tobey & Kirk's 
attorneys as to the progress of theix putative discussions with 
Mr. Green (A-251-52). 


Vincent Ross testified that at the June 21 meeting Mr. 


Green had said “that if there was any way for Faulkner to take 


the stock, they would try to do so" (A-249); that there was 
nothing for Ross to do since Tobey & Kirk's attorneys "had been 
informed, . . . [were] in contact with Mr. Green, and that they 
were having their own conversations back and forth" (ibid.); 

that he personally did not want to “get in the middle of discus- 
sions between lawyers" (A-251); and that Ross was in contact 
with Tobey & Kirk's attorney “every day or so, and just asked him 
if there was any new developments" (ibid.). He testified that it 
was not until around August 9, 1971 that he was advised by Tobey 
& Kirk's counsel that there was no hope (A-252). This is con- 


firmed by Tobey & Kirk's then counsel (A-197, { Lil). 


yl Ross further testified that he was being pressed by the 

2 plaintiffs for results from these contacts, and that plaintiffs 
4 "wanted to get [the] stock sold out [but] We didn't sell any 

? because we were waiting for our answer" from Faulkner (A-251-52). 
aA The reliance upon attorneys was entirely appropriate in 
the circumstances. As Green himself admitted (A-402), the rejec- 
tion of the stock itself had been based upon Faulkner's counsel's 
reading of Rule 10b-6 as constxued in Jaffee. The nature of the 
dispute---whether the transaction could validly be consummated--- 
involved an unprecedented legal question and it reasonably appeared 
that initial reactions might yet be tempered by a review of the 
complex legal questions involved. 

It is thus not without significance that while Mr. 

Green left the distinct impression that he would consider the 
legal questions, he testified that at no time during the summer 
of 1971 did he bother to reread Jaffee or otherwise ascertain. 
whether the legal position he had invoked was a meritorious one 
(A-406-07), saying "I really don't need any reassurance, but I 
don't recall" (A-406-07, 424). While Green testified (A-440-41) 


that the market price of White Shield played no part in his 


decision, it is clear merely by reference to the high bid in the 


Pink Sheets on June 15, 1971 that Faulkner's paper loss on the 


44,000 share block of stock was at least $55,000. The market 
price rallied during the following week, and Green told plaintiffs 
and Ross that he would see if there was a lawful way to take the 


stock. On June 22, 1971 a press release further depressed the 


price, increasing Faulkner's paper loss to at least $143,000 
(A-108), at which time Green concluded that the transaction was 
"iliegal"---without even rereading the Jaffee decision upon which 
he based the claim of illegality. 

Secondly, Vincent Ross testified unequivocally that the 
market in White Shield stock was very depressed Curing the summer 
and there were no sizeable bids for the stock (A-252-53), a not 
surprising fact since the four registration statements which 
became effective in the first two weeks of June 1971 had registered 
an aggregate of 2,303,791 shares of White Shield stock, anc 
vastly increased the "float" in that security (A-129). 

Moreover, just as the market break fol*towing the unfavor- 
able press release of June 22 explains Faulkner's walking away 
from the transaction, so also it should excuse plaintiffs' failure 
to resell immediately, while the market was depressed Their 
object was to attempt to get as high a price as possible for 
their stock, so that dumping it on receipt of bearish news would 
have been unwise and unreasonable, and would have increased the 
damages. Judge Werker implicitly recognized as much, CCH at 
p. 99,356 (A-22) (see ante, p. 82). 

From the earliest legitimate date on which the duty to 
resell might be deemed to have arisen, June 23; 1971, to the com- 
mencement of resales on August 9, 1971, is a period of a little 


more than six weeks which spanned the summer doldrums during 


which people are on vacation and stock market activity typically 


is slow. According to Ross's testimony (A-251-52), the market in 


White Shield stock was particularly sluggish, and there were no 
sizable bids for the stock (A-259-60). Asked about market condi- 
tions during July 1971, Vincent Ross testified (ibid.) that 
"there was an awful lot of stock in the market and I am not sure 
it could have taken an extra 44,000 shares," adding that if such 
a large block of stock were "just being dumped down" it would 
have resulted in "driving the stock considerably lcwer." The 
issue is whether plaintiffs' delay in commencing to resell was 
unreasonable as a matter of law, and whether it measurably affec- 
ted the amount of plaintiffs' damages. 

It is also pertinent to note that during a longer 
period (June 1 through October 15, 1971), Singer & Mackie pur- 
chased 2pproximately 125,000 shares of White Shield (Answer to 


Interrogatory # 1(g)) (A-91), presumably as part of its normal 


market-making operations in which a profit of a fraction of a 


point on a trade is desirable irrespective of whether the purchase 
price is high or low. In contrast, plaintiffs were “under the 
gun," and had to obtain as high a price as possible. Notwith- 
standing the absence of the pressure which plaintiffs were under, 
and during a slightly longer pericd, Singer & Mackie purchased 
just less than three times the number of shares which plaintiffs 
were obliged to resell. This evidence confirms Ross's testimony 
that the market for White Shield was sluggish and that a large 
sell order would have depressed the price and increased the 
damages. 

Pertinent to Tobey & Kirk's efforts to resell this 


block is another significant factor bearing on the salability of 


plaintiffs' stock during June and July 1971. This was the fact 
that rumors had been circulated, at least in part by Faulkner 


(A-390-91), to the effect that the stock being sold by Tobey & 


Kirk or plaintiffs was not "good, clean stock". Lattuga's testimony @ 


(A-450-51), itself confirms that there were "rumors" and he testi- 
fied that the "rumor" pertained to the stock's being part of a 
secondary (A-386). In cancelling its resale to Singer & Mackie 
and Mitchum, Jones & Templeton, Faulkner gave currency to the 
rumor by telling Singer & Mackie and Mitchum, Jones that Tobey & 
Kirk was selling distribution stock (A-106, # 26). 

Such rumors undoubtedly adversely affected the ability 
of plaintiffs and Tobey & Kirk to dispose of the rejected stock 
by eliminating as potential purchasers at least the two market- 
makers to whom the information was admittedly given. Moreover, 
since the rumor involved "unclean" stock, and since that term can 
mean virtually anything at all to traders (if Lattuga (A-351-52) 
and MacMillen (A-273-76) are typical), and "takes in the whole 
perspective" (Lattuga, A-366), it is likely that a number of 
other market-makers---necessarily a close-knit group likely to 
exchange information of mutual interest for their mutual protec- 
tion---were also made wary of any White Shield stock being offered 
by Tobey & Kirk. 

On this subject, Ross testified that even at the time 
the original sales of plaintiffs' stock were completed around 
June 10 or 12, 1971, before the rejections by Faulkner and Singer, 


“two or three other brokers", all of whom were in the Pirk Sheets, 


said "that Faulkner and Singer had spread it all around [that the 


stock was not ‘clean stock'], and it may have been two or three 


other brokers that said 'I just don't want to get involved.'" 


(A-263-64, internal quotes added). 

"Two or three others", when added to Faulkner and 
Singer & Mackie---and presumably Mitchum, Jones & Templeton--- 
makes five or six market-makers who would not deal with Tobey & 
Kirk or buy plaintiffs' stock. That was a significant portion of 
the available market in June and July 1971. During two-thirds of 
the thirty-one trading days between June 23, 1971 and August 9, 
1971 (both exclusive), there were twelve or thirteen market- 
makers in the Pink Sheets (A-108-09). Thus, realistically, we 
are dealing with the poisoning of between 38% and 50% of the 
available market (using twelve market-makers as a test figure), 
as a result of the rumors given currency by Faulkner, Singer & 
Mackie and/or Mitchum Jones. 

Given both the general weakness of the market resulting 
from the large supply of stock, and Faulkner's having poisoned 
the well, a six-week hiatus between what ultimately proved to be 
the final repudiation of the agreement on June 23, 1971, and 
plaintiffs' commencement of the resale of the stock should not 
constitute an unreasonable delay, as a matter of law, even if the 
delay is chargeable to the plaintiffs themselves. As we have 
noted, they and Ross himself believed that the dispute was under 


discussion between attorneys. 


Moreover, there is no demonstrable prejudice whatsoever 
to Faulkner resulting from plaintiffs' delay for six weeks in 
commencing to resell their stock. We would expect Faulkner to 
argue that there were days within that six-week period on which 
the published high and low bids were higher than the Pink Sheet 
quotations during the period in which plaintiffs actually did 


resell. However, while it is appropriate to examine the Pink 


Sheets as evidence of market trends, cf., Merritt, Vickers, Inc. 


v. SEC, 353 F.2d 293, 296 (2d Cir. 1965), we submit that they are 


completely non-probative either of actual trading prices obtain- 


arene weer rneananranantnnntin 


able or of actual sales, particularly on the question of the 
price at which a large block of stock could have been sold on any 
given day. 

As Judge Frankel observed in Opper v. Hancock Securities 
Corp., 250 F.Supp. 668, €75 (S.D.N.¥. 1966), aff'd., 367 F.2d 157 
(2a Cir. 1966), in some respects Pink Sheet quotations are inaccu- 
rate even before they are published: 


"As used in this contention, the 'market‘' is the 
range of 'bid' and 'asked' prices reported by brokers 
making the market in over-the-counter securities. 

These figures, published daily by the National Quota~- 
tion Bureau in what initiates call the 'pink sheets,’ 
represent, respectively, the approximate prices at 
which such brokers may be ready to purchase or sell the 
stock. The reported figures are no certain indication 
of prices at which trades have been, or will be, made. 
Both the quoted prices and the prices actually paid in 
specific sales are likely to fluctuate in the course of 
a day and to be inaccurate reflectors even before they 
are published." 


As may be seen in Addendum "C" to this Brief which con- 


trasts the actual resales of plaintiffs' rejected stock vis a vis 


the published Pink Sheet prices on the dates of the resales,* the 


Pink Sheets were not an accurate gauge of the price at which 


White Shield stock could be sold, even in small lots, or, a 


fortiori, of the price at which plaintiffs could have resold a 
block as large as the 45,500 shares rejected by the two defendants. 
Yet, the Seventh Affirmative Defense, necessarily, if implicitly, 
suggests that because the Pink Sheet prices were higher on June 
23, 1971 than they were on August 9, 1971 and thereafter, that 
such circumstances create an issue of fact warranting trial as to 
whether plaintiffs acted "reasonably." 

Of the seventeen days on which resales were conducted 
on behalf of the plaintiffs for Faulkner's account, on eight of 
them some or all of the stock was resold at prices above the high 
bid price in the Pink Sheets for that day, while on three days 
the price received was below the low bid price for the day in the 
Pink Sheets. By selling out in small lots, 18,600 shares (or 
42.3% of the number resold for Faulkner's account) was resold at 
prices above the high bid price in the Pink Sheets, while only 
4,000 shares (or less than 10% of the shares resold for Faulkner's 
account) were resold at prices below the low bid in the Pink 
Sheets. Thus the resales themselves were reasonably conducted. 

It is axiomatic that a wrongdoer who, by his conduct, 


makes the ascertainment of the precise amount of the damages 


*The Pink Sheet “high and low bid" prices are set forth at 
(A-109-10). The Byrnes resales are at (A-170). The Santangelo 
resales are contained in Exhibit 11 to his affidavit but have 
been omitted from the Appendix. They may be found in R. S1. 


difficult or impossible does not thereby escape liability. 
Eastman Kodak Co. v. Southern Photo Materials Co., 273 U.S. 359, 
379 (1927); Story Parchment Co. v. Paterson Parchment Co., 282 
U.S. 555, 563 (1931); Bigelow v. RKO Radio Pictures, Inc., 327 
U.S. 251, 264 (1946); cf., Zeller v. Bogue Elec. Mfg. Co., 476 
F.2d 795, 803 (2a Cir. 1973). The difficulties of computation 
which the wrongdoer helped to create are resolved against him. 
Cf., Sarlie v. E. L. Bruce Co., 265 F.Supp. 371, 376 (&.0.N.Y. 
1967), cited with approval in Chasins v. Smith, Barney & Co., 438 
¥.26 1167, 1173 (24 Cir. 1970). And see, Bird v. Ferry, 497 F.24 
112, 113 (Sth Cis. 1974): 

"An additional complaint that the evidence is insuffi- 

cient to support the damages found is meritless; it 

may be that the proof falls short of mathematical 
precision. A host of cases holds it may[,] and still 
suffice." 

Our suggestion that Faulkner should be treated as a 
wrongdoer does not flow from the fact that it ostensibly relied 
upon an ambiguous release of the Commission and was proved wrong 
when the Commission's interpretation was, subsequently judicially 
overruled. Rather, the objective evidence is that Faulkner's 
house counsel only purported to rely upon Jaffee---not even 
bothering to reread it when knowledgeable securities lawyers 
suggested to him that his reliance was misplaced---and appears to 
have been watching the market trends, rejecting the stock only 


after bad news made it unlikely that the market price would 


recover in the foreseeable future. Moreover, Faulkner compounded 


its wrongdoing by defaming the stock being offered by Tobey & 


Kirk, both in an effort to justify its decision to terminate the 
contract with plaintiffs, and to justify cancelling its own 
resales. 

No prejudice to Faulkner having been shown, plaintiffs 


should have had summary judgment on the Seventh Defense. 


POINT VI 
THE COURT BELOW ERRED IN DISMIS- 
SING THE COMPLAINT FOR LACK OF 
SUBJECT MATTER JURISDICTION 
Plaintiffs brought the action below for a declaratory 
judgment of the insufficiency of several unprecedented federal 
"defenses" actually asserted in plaintiffs' state court action 
for breach of contract, which the parties stayed by agreement. 
Judge Gurfein sua sponte dismissed the complaint for lack of 
subject matter jurisdiction, allowing plaintiffs to replead their 
claims as a counterclaim to Faulkner's counterclaims. Having 
withdrawn its counterclaims,* Singer & Mackie was dropped from 
the case for lack of federal subject matter jurisdiction of that 
defendant, 362 F.Supp. 864, 869-70 (A-30-31). 
The primary thrust of Judge Gurfein's decision is that 


an anticipated federal defense does not confer subject matter 


jurisdiction. Citing Gully v. First National Bank, 299 U.S. 109, 


115 (193€), Judge Gurfein said "Raising a claim based on a federal 
statute as a matter of defense will not support removal," 362 


F.Supp. at 867 


*The Court did not consider whether the jurisdiction which 
vested by virtue of Singer's counterclaims remained notwithstand- 
ing the amendment eliminating them. 


The Gully rationale is inapposite, given the nature of 


the remedies created by the Securities Act and the Exchange Act, 


as set forth in A. C. Frost & Co. v. Coeur. D'Alene Mining Co., 


supra, 312 U.S. 38, 41-43 (1941) (quoted ante, p. 50). Although 
the alleged violations of the two statutes are pleaded in a 
"Defense," defendants in fact invoke an affirmative remedy or 
right of action under section 29(b) of the Exchange Act, 15 
U.S.C. § 78cc(b), and sections 12 and 14 of the Securities Act, 
15 U.S.C. §§ 771, 77n, which, upon a proper factual showing 
entitles them to rescind the contracts for sale of securities. 
Declaratory judgment is a proper remedy under the 
Exchange Act. Although Judge Gurfein left open the question of 
whether defendants could have sued for a declaration that plain- 
tiffs violated the Act, 362 F.Supp. at 869 nt. 4 (A-30), the 
Supreme Court has recognized the propriety of the procedure. In 
Cort v. Ash, 422 U.S. 66, 79-80 nt. 11 (1976), referring to 
J. I. Case Co. v. Borak, 377 U.S. 426 (1964), the Court ‘said: 
"In Borak, § 27 of the Securities and Exchange Act 
of 1934 specifically granted jurisdiction to the dis-~- 
trict courts over civil actions to ‘enforce any liabi- 
lity or duty created by this title or the rules and 
regulations thereunder,' and there seemed to be no 
dispute over the fact that at least a private suit for 
ec aratory relief was authorized; the question was 
whether a derivative suit for rescission and damages 
was also available. ..." (Emphasis added). 
In Borak itself, 377 U.S. at 433-35, the Supreme Court 


held that a private action for damages could be implied for 


violation of the Exchange Act because "if federal jurisdiction 


were limited to the granting of declaratory relief, victims of 
deceptive proxy statements would be obliged to go into state 
courts for remedial relief." (Emphasis added). The holding that 
a damage remedy can be implied because the declaratory remedy may 
prove to be inadequate is scarcely a holding that dec aratory 
relief is unavailable under the Exchange Act. If defendants had 
the right to sue for declaratory relief or for rescission under 
section 29(b) of the Exchange Act, bottoming sukvect matter 
jurisdiction on the Exchange Act, mutatis mutandis, plaintiffs 
should have a correlative right to invoke the Declaratory Judgment 
Act for a declaration of their non-liability, also basing subject 
matter jurisdiction on the Exchange Act. 

Such a procedure was implicitly recognized by the 
Supreme Court in Foremost-McKesson, Inc. v. Provident Securities 
Co., 423 U.S. 232 (1976), where plaintiff had no claim for affirma- 
tive relief under the Exchange Act. However, having realized a 
profit from the purchase and sale of defendant's securities 
within a six month period, plaintiff was a prospective defendant 
to an action under section 16(b) of the Exchange Act, 15 U.S.C. 
§ 78p(b). Rather than wait to be sued, plaintiff brought its own 


action for a declaretory judgment of non-liability, claiming 


subject matter jurisdiction under the Exchange Act.* Like the 


Ninth Circuit, 506 F.2d 601 (9th Cir. 1974), and the District 


Court, 331 F.Supp. 787 (N.D. Cal. 1971), the Supreme Court assumed 


*No other jurisdictional basis is alleged. The declaratory 
plaintiff was a dissolved California corporation, and the defend- 
ant was a Maryland corporation with its principal place of business 
in California, so that there was no diversity of citizenship. 
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without discussion that jurisdiction of the subject matter had 
properly been invoked and affirmed the granting of the declara- 
tory judgment of non-liability prayed for in the complaint. 

No reason of policy dictates a contrary conclusion 
here. Although Judge Gurfein appeared to be concerned about 
comity, and with the non-removability policy of section 22(a) of 
the Securities Act, 15 U.S.C. § 77v(a), 362 F.Supp. at 866-68 
(A-27-29), those considerations have no proper place in the case. 
By hypothesis the federal courts have exclusive jurisdiction of 
the Exchange Act aspects of the case, 15 U.S.C. § 78aa. As to 
the non-removability of a Securities Act claim, plaintiffs had 
not brought their state court action under that Act. Even had 
they done so, however, the only discernible congressional purpose 
in making Securities Act actions non-removable was to give plain- 
tiffs their choice of venue. Pinto v. Maremont Corp., 326 F.Supp. 


165, 167 nt. 2 (S.D.N.¥. 1971). If both parties are willing to 


leave a removed Securities Act claim in federal court, no issue 


of comity arises. Since the federal court has original jurisdic- 
tion of such claims there is no warrant for remanding absent a 
motion to remand. 

That the procedure below is unusual and "ingenious," 
362 F.Supp. at 867 (A-28), is no ground fox denying its use in a 
proper case. Borak, supra, 377 U.S. at 433-35, taught that where 
federally created rights and liabilitie: are involved, it is the 
duty of the federal courts to "be alert to provide such remedies 


as are necessary to make effective the congressional purpose" and 


"to utilize any of the procedures or actions normally available 
to the litigant according to the exigencies of the particular 
case" particularly if "the hurdles that the victim might face [in 
a state court] .. . might well prove insuperable to effective 
relief." 

The complexity, novelty and difficulty of the federal 
questions raised below made it inappropriate for them to be 
determined in the first instance by a state court, with the only 


vossibility of review by a federal court by way of a petition for 


certiorari to the Supreme Court. Cf£., 362 F.Supp. at 868 (A-29). 


The declaratory judgment complaint was proper and the Court below 

had subject matter jurisdiction under the Exchange Act. The 

dismissal of the complaint was erroneous and should be reversed. 
CONCLUSION 


THE JUDGMENT BELOW SHOULD BE RE- 
VERSED, AND THE COURT BELOW DI- 
RECTED YO ENTER JUDGMENT FOR PLAIN- 
TIFFS, DISMISSING FAULKNER'S FIRST, 
SECOND, THIRD AND SEVENTH DEFENSES, 
RAND GRANTING PLAINTIFFS THE DECLA- 
RATORY RELIEF AND DAMAGES PRAYED 
FOR IN THEIR COUNTERCLAIM. THE 
ORDER DISMISSING THE COMPI.AINT 
AGAINST SINGER & MACKIE, INC., 
SHOULD BE REVERSED. 


Respectfully submitted, 


CARRO, SPANBOCK, LONDIN, RODMAN & FASS 
Attorneys for Plaintiffs and Counter- 
claim Defendants-Appellants Thomas J. 
Byrnes and Francis R. Santangelo 

10 East 40th Street 

New York, New York 10016 

Tel. (212) 889-3600 


REGINALD LEO DUFF, 
Of Counsel. 


ADDENDA 


ADDENDUM "A" 


Statutes, Regulations and Releases 


SECURITIES ACT OF 1933 (BEST COPY AVAILABLE ’ 


- 
§ 77b. Definitions 
When used in this subchopter, :.tless the context otherwise re- 
quires— 


t(4) The term “issuer” means every person who issues or proposes 
to issue any security; except that with respect to certificates of de- 
posit, voting-trust certificates, or collateral-trust certificates, or with 
respect te certificates of interest or shares in an unincorporated in- 
-vestment trust not having a board of directors (or persons performing 
‘similar functions) or of the fixed, restricted management, or unit 
‘type, the term “issuer” means the person or persons performing 
‘the acts and assuming the duties of depositor or manager pursuant to 
‘the previsions of the trust or other agreement or instrument under 
which such securities are issued; except that in the case of an un- 
incorporated association which provides by its articles for limited 
liability of any or all of its members, or in the case -f a trust, com- 
mittee, or other legal entity, the trustees or members thereof shall 
not be individually liable as issuers of any security issued by the asso- 
ciation, trust, committee, or other legal entity; except **-* with re- 
spect to equipment-trust certificates or like securities, the term “issu- 
er” means the person by whom the equipment or property is or is to 
-be used; and except that with respect to fractional undivided inter- 
ests in oil, gas, or other mineral rights, the term “issuer” means the 
owner of any such right or of any interest in such right (whether whole 
or fractional) who creates fractional interests therein for the purpose 
of public offering. 


= (10) The term “prospectus” means any prospectus, notice, circular, 
advertisement, letter, or communication, written or by radio or tele- 
vision, which offers any security for sale or confirms the sale of any 
security; except that (a) a communication sent or given after the 
effective date of the registration statement (other than a prospectus 
permitted under subsection (b) of section 77j of this title) shall not 
be deemed a prospectus if it is proved that prior to or at the same 
time with such communication 2 written prospectus meeting the re-. 
quirements of subsection (a) of section 77j of this title at the time of! : 
such communication was sent or given to the person to whom the- 
comtaunication was made, and (b) a notice, circular, advertisement, : 
letter, or communication in respect of a security shall not be deemed: 
to be a prospectus if it states from whorn a written prospectus meeting: 
‘the requirements of section 77j of this title may be obtained and, in 

* addition, does no more than identify the security, state the price- 
thereof, state by whom orders will be executed, and contain such other 
“information as the Commission, by rules or regulations deemed neces- 
sary or appropriate in the public interest and for the protection of in- 
vestors, and subject to such terms and conditions as may be prescribed 
therein, may permit. 2 : 
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(11) The term “underwriter” means any person who has purchased 
from an issuer with a view to, or offers or sells for an ssuer in con- 
nec‘ion with, the distribution of any security, or participates or has 
a direct or indirect participation in any such undertaking, or partici- 
pates or kas a participation in the direct or indirec! underwriting of’ 
any such undertaking; but such term shall ‘not include a person Whose 
interest is limited to a commission from an underwriter or dealer not' 
in excess of the usual and crstomary distributors’ or sellers” ¢ommis- 
sion. As used in this paragraph the term “issuer” shall include, in 
addition to an issuer, any person directly or indirectly controlling or 
controlled by the issuer, or any person under direct or indirect common 
control with the issuer. | 


(12) The term “dealer” means any person who engages either for 
all or part of his time, directly or indirectly, as agent, broker, or prin- 
cipal, in the business of offering, buying, selling, or otherwise dealing 
or trading ir securities issued by another person. 


§ 77d. Exempted transactions 
The provisions of section 77e of this title shall not apply to— 


-.- (1) transactions by any person other than an issuer, underwriter, 
tor dealer. 


a (2) transactions by an issuer not involving any public offering. 


>> (3) transactions by a dealer (including an underwriter no longer 

-acting as an underwriter in respect of the security involved in such 
transaclicn), except—- 

(A) transactions taking place prior to the expiration of forty 

days after the first date upon which the security was bona fide 

offered to the public by the issuer or by or through an underwriter, 


(B) transactions in a security as to which a registration state- 
ment has been filed taking place prior to the expiration of forty 
days after the effective date of such registration statement or 
prior to the expiration of forty days after the first date upon 
which the security was bona fide offered to the public by the issv ar 
or by or through an underwriter after such effective date, wlich- 
ever is later (excluding in the computation of such fo ty days any 
time during which a stop order issued under section 77h of this 


title is in effect as to the security), or such shorter period as the 
Commission may specify by rules and regulations or order, and 


(C) transactions as to securities constituting the whole or a 
part of an unsold allotment to or subscription by such dealer as a 
participant in the distribution of such securities by the issuer or 
by or through an underwriter. 


With respect to transactions referred to in clause (B), if securities 
of the issuer have not previously been sold pursuant to an earlier ef- | 
fective registration statement the applicable period, instead of forty | 
days, shall be ninety days, or such shorter period as the Commission 
may specify by rules and regulations or order. 

(4) brokers’ transactions executed upon customers’ orders on any 
exchange or in the over-the-counter market but not the solicitation of 
such orders. 


Securities Act, § 5, § 7 


§ 77e. Prohibitions relating to interstate commerce and the 


mails 


. (a) Unless a registration statement is in effect as to a security, it 
shall be unlawful for any person, directly or indirectiy—— 


(1) to make use of any means or instruments of transportation 
or communication in interstate commerce or of the mails to sell 


such security through the use or medium of any prospectus or 
otherwise; or 


_ (2) to carry or cause to be carried through the mails or in inter- 
state commerce, by any means or instruments of transportation, 
any such security for the purpose of sale or for delivery after sale. 


(b) It shall be unlawful for any person, directly or indirectly— 


(1) to make use of any means or instruments of transpertation 
or communication in interstate commerce or of the mai!s co carry 
or transmit any prospectus relating to any security with respect 
to which a registration statement has been filed under this sub- 
chapter, unless such prospectus meets the requirements of section 
773 of this title; or 

(2) to carry or cause to be carried through the mails or in in- 
terstate commerce any such security for the purpose of sale or for 
delivery after sale, unless accompanied or preceded bv a pros- 
pectus that meets the requirements of subsection (a) of section 
77j of this title. 


(c) It shall be unlawful for any person, directly or indirecUy, to 
make use of any means or instruments of transportation or communica- 
tion in interstate commerce or of the mails to offer to sell or offer to 
buy through the use or medium of any prospectus or otherwise any 
security, unless a registration statement has been filed as to such 
security, or while the registration statement is the subject of a refusal 
order or stop order or (prior to the effective date of the registration 


statement) any public proceeding or examination under section 77h 
of this title. 


- § 77g. information required in registration statement 
The registration statement, when relating to a security other than 
a security issued by a foreign government, or political subdivision 
thereof, shall contain the information, and be accompanied by the docu- 
ments, specified in Schedule A of section 77aa of this title, and when 
' yelating to a security issued by a foreign government, or political sub- 
division thereof, shall contain the information, and be accompanied 
by the documents, specified in Schedule B of section 777a ot this title; 
except that the Commission may by rules or regulations provide that 
any such information or document need not be included in respect of 
any class of issuers or securities if it finds that the requirement of 
such information or document is inapplicable to such class and that 
disclosure fully adequate for the protection of investors is otherwise 
required to be included. within the registration statement. If any ac- 
countant, engineer, or appraiser, or any person whose profession gives 
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guthority to a statement made by him, is named as having prepared 
or certified any part of the registration statement, or is named as 
having prepared or certified a report or valuation for use in connec- 
tion with the registration statement, the written consent of such per- 
son shall be filed with the registration statement. If any such person 
jg named as having yrepared or certified a report or valuation (other 
than a public officiai document or statement) which is used in connec- 
tion with the registration statement, but is not named as having pre- 
pared or certified such report or valuation for use in connection with 
the registration statement, the written consent of such person sball 
be filed with the registration statement unless the Commission dis- 
penses with such filing as impracticable or as involving undue hard- 
ship on the person filing the registration statement. Any such regis- 
tration statement shall contain such other information, and be accom- 
panied by such other documents, as the Commission may by rules or 
regulations require as being necessary or appropriate in the public 
- interest or for the protection of investors. 


§ 77j. information required in prospectus 


(a) Except to the extent otherwise permitted or required pursuant 
to this subsection or subsections (c), (d), or (e) of this section— 


(1) a prospectus relating to a security other than a security 
issued by a foreign government or political subdivision thereof, 
shall contain the information contained in the registration state- 
ment, but it need not include the documents referred to in para- 


graphs (28) to (32), inclusive, of schedule A of section 77aa of 
this title; 


(2) a prospectus relating to a security issued by a foreign zov- 
ernment or political subdivision thereof shall contain the inform: 
tion contained in the registration statement, but it need not in- 
clude the documents referred to in paragraphs (13) and (14) of 
schedule B of section 77aa of this title; ; 


(3) notwithstanding the provisions of paragraphs (1) and (2) 
of this subsection when a prospectus is used more than nine 
months after the effective date of the registration statement, the 
information contained therein shall be as of a date not more than 
sixteen months prior to such use, so far as such information is 
known to the user of such prospectus or can be furnished by such 
user without unreasonable effort or expense; 


(4) there may be omitted from any prospectus any of the in- 
formation required under this subsection which the Commission 
may by rules or regulations designate as not being necessary or 
appropriate in the public interest or for the protection of investors. 

{b) In addition to the prospectus permitted or required in subsec- 
tion (a) of this section, the Commission skall by rules or regulations 
deemed necessary or appropriate in the public interest or for the pro- 
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tection of investors permit the use of a prospectus for the purposes of ; 
subsection (b) (1) of section 77e of this title which omits in part or : 
summarizes information in the prospectus specified in subsection (a) of. 
this section. A prospectus permitted under this subsection shall, ex-; 
cept to the extent the Commission by rules or regulations deemed nec--+ 
essary or appropriate in the public interest or for the protection of in- 4 
vestors otherwise provides, be filed as part of the registration state~d 
ment but shall not be deemed a part of such registration statement for} 
the purposes of section 77k of this title. The Commizsion may at any-4 
time issue an order preventing or suspending the use of a prospectus 

permitted under this subsection, if it has reason to believe that such: 
‘prospectus has not been filed (if required to be filed as part of the 

registration statement) or includes any untrue statement of a ma- 
terial fact or omits ti state any material fact required to be stated{ 
therein or necessary to make the statements therein, in the light of} 
the circumstances under which such prospectus is or is to be used, not 
misleading. Upon issuance of an order under this subsection, the! 
Commission shall give notice of the issuance of such order and oppor-4 
tunity for hearing by personal service or the sending of confirmed } 
telegraphic notice. The Commission shall vacate or modify the order 
at any time for good cause er if such prospectus has been filed or? 
amended in accordance with such order. 


(c) Any prospectus shall contain such other information as the 
Commission may by rules or regulations require as ‘being necessary} 
or appropriate in the public interest or for the protection of investors. 


(d) In the exercise of its powers under subsections (a), (b), or (c): 
of this section, the Commission shall have authority to classify pro-' 
spectuses according to the nature and circumstances of their use or’ 
the nature of the security, issue, issuer, or otherwise, and, by rules” 

- and regulations and subject to such terms and conditions as it shalli 
specify therein, to prescribe as to each class the form and conteats 
which it may find appropriate and consistent with the public interest 
and the protection of investors. ; 

(e) The statements or information required to be included in a 
prospectus by or under authority of subsections (a), (b), (c), or (d)- 
of this section, when written, shall be placed in a conspicuous part of | 
the prospectus and, except as otherwise permitted by rules or regula: : 
tions, in type as large as that used generally in the body of the pro-: 
spectus. ! 

(f) In any case where a prospectus consists of a radio or television : 
broadcast, copies thereof shall be filed with the Commission under suck : 
rules and regulations as it shall prescribe. The Commission may by! 
rules and regulations require the filing with it of forms and pro- | 
spectuses used in connection with the offer or sale of securities regis-~ 
tered under this subchapter. 
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§ 77k. Civil liabilities on account of false registration state- 
ment 


(a) In case any part of the registration statement, when such part 
became effective, contained an untrue statement of a material fact or 
omitted to state a material fact required to be stated therein or neces- 
sary to make the statements therein not misleading, any person acquir- 
ing such security (unless it is proved that at the time of such acquisi- 
tion he knew of such untruth or omission) may, either at law or in 
equity, in any court of competent jurisdiction, sue— 


(1) every person who signed the registration statement; 


(2) every person who was a director of (or person performing 
similar functions) or partner in the issuer at the time of the filing 
of the part of the registration statement with respect to which 
his liability is asserted ; : 

(3) every person who, with his consent, is named in the regis- 
tration statement as being or about to become a director, person 
performing similar functions, or partner; 


(4) every accountant, engineer, or appraiser, or any person 
whose profession gives authority to a statement made by him, 
who has with his consent been named as having prepared or certi- 
fied any part of the registration statement, or as having prepared 
or certified any report or valuation which is used in connection 
with the registration statement, with respect to the statement in 
such registration statement, report, or valuation, which purports 
to have been prepared or certified by him; 


(5) every underwriter with respect to such security. 


If such person acquired the security after the issuer has made gen- 
erally available to its security holders an earning statement covering 
a period of at least twelve months beginning after the effective date 
of the registration statement, then the right of recovery under this 
subsection shall be conditioned on proof that such person acquired the 
security relying upon such untrue statement in the registration state- 
ment or relying upon the registration statement and not knowing of 
such omission, but such reliance may be established without proof of 
the reading of the registration statement by such person. 


Securities Act, §§ 12, 19(a) 


§ 771. Civil liabilities arising in connection with prospectuses 
and communications 
Any person who— 


: (1) offers or sells a security in violation of section 77e of this 
title, or 


(2) offers or sells a security (whether or not exempted by the 
provisions of section 77c of this title, other than paragraph (2) of 
subsection (a) of said section), by the use of any means or in- 
struments of transportation or communication in interstate com- 
merce or of the mails, by means of a prospectus or oral comm..:- 
cation, which includes an untrue statement of a material fact or 
omits to state a material fact necessary in order to make the 
statements, in the light of the circumstances under which they 
were made, not misleading (the purchaser not knowing of such 
untruth or omission), and who shall not sustain the burden of 
proof that he did not know, and in the exercise of reasonable care 
could not have known, of such untruth or omission, 


sis ua so eli person purchasing such security from him, who 
g aw or in equity in any court of competent jurisdic- 
tion, to recover the consideration paid for such security with interest 
thereon, less the amount of any income received thereon, upon the ten- 
der «* such security, or for damages if he no longer owns the security. 


§ 77s. Special powers of Commission 


(a) The Commission shall have authority from time to time to 
male, amend, and rescind such rules and regulations as may be neces- 
sary to carry out the provisions of this subchapter, including rules 
and regulations governing registration statements and prospectuses 
for various classes of securities and issuers, and defining account- 
ing, technical, and trade terms used in this subchapter. Among other 
things, the Commission shall have authority, for the purposes of this 
- subchapter, to prescribe the form or forms in which required infor- 
mation shall be set forth, the items or details to be shown in the bal- 
ance sheet and earning statement, and the methods to be followed in 
the preparation of accounts, in the appraisal or valuation of assets 
and liabilities. in the determination of depreciation and depletion, in 
the differentiation of recurring and nonrecurring income, in the dif- 
ferentiation of investment and operating income, and in the prepara-. 
tion, where the Commission deems it necessary or desirable, of con- 
solidated balance sheets or income accounts of any person directly: 
or indirectly controlling or controlled by the issuer, or any perso: 
under direct or indirect common control with the issuer; but insofar 
as they relate to any common carrier subject to the provisions of 
section 20 of Title 49, the rules and regulations of the Commission: 
with respect to accounts shall not be inconsistent with the requirements 
imposed by the Interstate Commerce Commission under authority of 
such section. The rules and regulations of the Commission shall be 
effective upon publication in the manner which the Commission shall 
prescribe. No provision of this subchapter imposing any liability: 
shall apply to any act done or omitted in good faith in conformity? 
with any rule or regulation of the Commission, notwithstanding that: 
guch rule or regulation may, after such act or omission, ke amended: 
or rescinded or be determined by judicial or other authority to be 
invalid for any reason. a 


SECURITIES EXCHANGE ACT OF 1934 
Section 10(b) 


§ 78}. Manipulative and deceptive devices 


I’ shall be unlawful for any person, directly or indirectly, by the 
use of any means or instrumentality of interstate commerce or of the 
mails, or of any facility of any national securities exchange— 


(b) To use or employ, in connection with the purchase or sale of 
any security registered on a national securities exchange or any se- 
curity not so registered, any manipulative or deceptive device or con- 
trivance in contravention of such rules and regulations as the Commis- 


sion may prescribe as necessary or appropriate in the public interest 
or for the protection of investors. 


SEC Rule 10b-5, 17 CFR § 240.10b-5 


11 26,744] Reg. § 240.10b-5 (Rule 10b-5) ‘employment of Manipulative and 
Deceptive Devices 


[ i indirectly 
. § 240.10b-5. It shall be unlawful for any person, directly or in 5 
by pi of any means or instrumentality of interstate commerce, or of the 


mails, or of any facility of any national securities exchange, 
(a) to employ any device, scheme, or artifice to defraud, 


ial fact or to omit to state 
b) to make any untrue statement of a material fac ‘ ; 
a Be iB fact necessary in order to make the statements — in the light 
of the circumstances under which they were made, not misleading, or 
(c) to engage in any act, practice, or course of business which operates 
or would operate as a fraud or deceit upon any person, 


in connection with the purchase or sale of any security. 


SEC Rule 10b-6; 17 CFR § 240.10b-6 


[726,745] Reg. § 240.10b-6 (Rule 10-6) Prohibition Against Trading by Persons 
li. terested in a Distribution 


>> Reg. § 240.10b-6 is proposed to be amended. See { 22,726. CCH. 


Reg. § 240.10b-6. (a) It shall constitute a “manipulative or deceptive 
device or contrivance’ as used in Section 10(b) of the Act for any person, 


_ (2) who is aa _ underwriter or prospective underwriter in a particular 
distribution of securities, or 


: (2) who is tae issuer or other person on whose behalf such a distribution 
is being made, or 


(3) who is a broker, dealer, or other person who has agreed to participate 
or is participating in such a distribution, 
directly or indirectly, by the use of any means or instrumentality of interstate 
commerce, or of the mails, or of any facility of any national securities ex- 
change, either alone or with one or more other persons, to bid for or purchase 
for any account in which he has a beneficial interest, any security which ‘s 
the. subject of such distribution, or any security of the same class and series, 
or any right to purchase any such security, or to attempt to induce any 
person to purchase any such security or right until after he has completed 
his participation in such distribution; provided, however, that this rule shall 
not prohibit (1) transactions in connection with the distribution effected 
otherwise than on a securities exchange with the issuer or other person or 
persons on whose behalf such distribution is being made or among under- 
writers, prospective underwriters or other persons who have-agreed to 
participate or are participating in such distribution; (2) unsolicited privately 
negotiated purchases, each involving a substantial amount of such security, 
effected neither on a securities exchange nor from or through a broker or 
dealer; or (3) purchases by an issuer effected more than forty days after the 
commencement of the distribution for the purpose of satisfying a sinking fund 
or similar obligation to which it is subject; or (4) odd-lot transactions (and ~ 
the off-setting round-lot transactions hereinafter referred to) by a person 
registered as an odd-lot dealer in such security on a national securities 
exchange who offsets such odd-lot transactions in such security by round-lot 
transactions as promptly as possible; or (5) brokerage transactions not 
involving solicitation of the customer’s order; or (6) offers to sell or the 
solicitation of offers to buy the securities being distributed (including se- 
curities or rights acquired in stabilizing) or securities or rights offered as 
principal by the person making such offer to sell or solicitation; or (7) the 
exercise of any nght or conversion privilege to acquire any security; or (3) 
stabilizing transactions not in violation of §240.10b-7; or (9) bids for or 
purchases of rights not in violation of § 240.10b-8; or (10) transactions effected 
on a national securities exchange in accordance with the provisions of a plan 
filed by such exchange under § 240.10b-2(d) and declared effective by the 
Commission; or (11) purchases or bids by an underwriter, prospective under- 
writer or dealer otherwise than on a securities exchange, 10 or more busi- 
ness days prior to the proposed commencement of such distribution (or 5 
or more business days in the case of unsolicited purchases), if none of such 
purchases or bids are for the purpose of creating actual, or apparent, active 
trading in or raising the price of such security. In the case of securities 
offered pursuant to an effective registration statement under the Securities 
Act of 1933 the distribution shall not be deemed to commence for purposes 
of this clause (11) prior to the effective date of the registration statement. 
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(b) The distribution of a security (1) which is immediately exchangeabie 
for or convertible into another security, or (2) which entitles the holder there- 
of immediately to acquire another security, shall be deemed to include a 
distribution of such other security within the mean ng of this rule. 


(c) The following shall be applicable for the purposes of this rule: 


(1) The term “underwriter” means a person who has agreed with an is- 
suer or other person on whose behalf a distribution is to be made (A) to 
purchase securities for distribution or (B) to distribute securities for or on 
behalf of such issuer or other person or (C) to manage or supervise a 
distribution of securities for or on behalf of such issuer or other person. 


(2) The term “prospective underwriter’ means a person (A) who has 
agreed to submit or has submitted a bid to become an underwriter of securities 
as to which the issuer, or other person on whose behalf the distribution is to 
be made, has issued a public invitation for bids, or (B) who has reached an 
understanding, with the issuer or other person on whose behalf a distribution 
is to be made, that he will become an underwriter, whether or not the terms 
and conditions of the underwriting have been agreed upon. 


(3) A person shall be deemed to have completed his participation in a 
particular distribution as follows: (A) the issuer or other person on whose 
behalf such distribution is being made, when such distribution is completed; 
(B) an underwriter, when he has distributed his participation, including all 
other securities of the same class acquired in connection with the distribution, 
and any stabilization arrangements and trading restrictions with respect 
to such distribution to which he is a party have been terminated; (C) any 
other person, when he has distributed his participation. A person, including 
an underwriter or cealer, shall be deemed for purposes of this paragraph 
(c)(3) to have distributed securities acquired by him for investment. 


(d) The provisions of this rule shall not apply to any of the foliowing 
securities: (1) “exempted securities” as defined in Section 3(a)(12) of the 
Act, including securities issued, or guaranteed both as to principal and 
interest, by the International Bank for Reconstruction and Development; or 
(2) face-amount certificates issued by a face-amount certificate company, or 
redeemable securities issued by an open-end management company or a unit 
investment trust. Any terms used in clause (2) of this paragraph (d) which 
are defined in the Investment Company Act of 1940 shall have the meanings 
specified in such Act. 


(e) The provisions of this rule shall not apply to any distribution of 
securities by an issuer to its employees, or to employees of its subsidiaries, or 
to a trustee or other person acquiring such securities for the account of such 
employees, pursuant to (1) a stock option plan involving only “qualified stock 
options”, or qualifying as an “employee stock purchase plan” as those terms 
are defined in Sections 422 and 423 of the Internal Revenue Code of 1954, as 
amended or “restricted stock options” as defined in Section 424(b) of the 
Internal Revenue Code of 1954, as amended, provided however, that for the 
purposes of this paragraph.an option which meets all of the conditions of that 

tion other than the date of issuance shall be deemed to be “restricted stock 
options” or (2) a savings, investment or stock purchase plan providing for 
both (A) periodic payments (or payroll deductions) for acquisition of se- 
curities by participating employees and (B) periodic purchases of the securi- 
ties by participating employees, or the person acquiring them for the account 
of such employees. 


(f) This rule shall not prohibit any transaction or transactions if the 
Commission, upon written request or upon its own motion, exempts such 
transaction or transactions, either unconditionally or on specified terms and 
conditions, as not constituting a manipulative or deceptive device or con- 
trivance comprehended within the purpose of this rule. 
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§ 1~—106. Remedies to Be Liberally Administered 

(1) The remedies provided by this Act shall be liberally ad- 
ministered to the end that the aggrieved party may be put 
in as good a position as if the other party had fully performed 
but neither consequential or special nor penal damages may 


be had except as Specifically provided in this Act or by other 
rule of law. 


(2) Any right or obligation declared by this Act is en- 
forceable by action unless the Provision declaring it specifies 
a different and limited effect. L.1962, c. 553, eff. Sept. 27, 1964, 


§ 2—706. Seller’s Resale Including Contract for Resale 
(1) Under the conditio tion 2—703 on seller’s 

remedies, 

livered ba 


(2) Except as otherwis 
otherwise 


aspect of the sale including t 
terms must be commercially 
sonably identified as referri 
not necessary that the goods 
them have been iden ified to 


§ 2—708. Seller’s Damages for Non-acceptance or Repudia-. 
tion = 


(1) Subject to subsection (2) and to the provisions of this 
Article with respect to proof of market price (Section 2—723), : 
the measure of damages for non-acceptance or repudiation by: 
the buyer is the difference between the market price at the time 
and place for tender and the unpaid contract price together with 
any incidental damages provided in this Article (Section 2—. 
710), but less expenses saved in consequence of the buyer’s 
breach. 


(2) If the measure of damages provided in subsection (1): 
is inadequate to put the seller in as good a position as perform- 
ance would have done then the measure of damages is the profit 
(including reasonable overhead) which the seller would have 
made from full performance by the buyer, together with any 
incidental damages provided in this Article (Section 2—710), 
due allowance for costs reasonably incurred and due credit for 
payments or proceeds of resale. L.19€2, c. 553, eff. Sept. 27, 1964. 
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Uniform Commercial Code, cont'd 


§ 8—107. ) Securities Deliverable; Action for Price 


(1) Unless otherwise ax zed, a person obligated to deliver se- 
curities may deliver a like number of units of any securities which 
by nature or usage of trade are the equivalent of the securities he 
is obligated to deliver. 


(2) Where, pursuant to a contract to sell or a sale, a security 
has been delivered or tendered to the purchaser, and the purchas- 
er wrongfully fails to pay for the security according to the terms 
of the contract or the sale, the seller may as an alternative to any 
other remedy recover the agreed price of the security. This sub- 
section does not affect the remedy of a seller if the security has 
not been delivered or tendered. 1.1962, c. 553; amended L.1964, 
c. 476, § 5, eff. Sept. 27, 1964. 
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{71 3185] [Copy of Prospectus Received by Purchaser 
from Source Other than Seller] 


Release No. 33-828, June 4, 1936, 11 F. R. 10957. 


17 CFR 231.828. Letter of General Counsel discussing the application 
of section 5(b)(2) where a purchaser has received a copy of a prospectus from 
a source other than the seller. ans “ 


It is my opinion that the words. “preceded by a prospectus”, in section 
5(b) (2) of the Securities Act of 1933, as amended, do not require that the 
prescribed prospectus. must have been sent by the same person who causes 
the securities to be sent-through the mails for the purpose of sale,-or for 
delivery after sale. Such person would, of course, take the risk of the lack 
of prior transmittal of a prospectus, but, assuming that the purchaser had, in 
fact, received a copy thereof, it would not be necessary for the seller of the 
security to transmit additional copies of such prospectus at the time of trans- 
mittal of the security. 


The above opinion, of course, relates only to the requirements of section 
5(b)(2) and not to section 5(b)(i). It should be noted that the latter section 
provides that any prospectus which is sent through the mails or in interstate 
commerce must comply with the requirements of Section 10, and that any 
literature offering a security for sale (other than a notice meeting the require- 
ments of section 2(10)(b)) falls within the definition of “prospectus” con- 
tained in Section 2(10), unless the sender thereof or his principal has previously 
sent or given the prospective purchaser a copy of the prescribed prospectus. 
Consequently, the receipt by the prospective purchaser of the prescribed 
prospectus from another source would not relieve a person who is subsequently 
circulating selling literature from the duty of seeing that such literature, in 
accordance with the provisions of section 5(b)(1), meets the requirements of 
section 10 of the Act. 


[Release No, 33-828, June 4, 1936, 11 F.R 10937.J 
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SEC Release No. 33-2623, July 25, 1941 


THE GENERAL COUNSEL'S OPINION 
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(1 3195] [Issuance of Prospectuses to Customers in 
Connection with Trading in 
Registered Securities] 


Release No, 33-2623, July 25, 1941, 11 F. R. 10964. 


17 CER 231.2623. Opinion of General Counsel concerning the applica- 
tion of the third clause o section 4(1) in various situations. -.. .” 


I have been asked to express my opinion as to the circumstances under 
which brokers and dealers must use prospectuses in connection with trading 
in the securities of American Telephone and-Telegraph Company covered by 
the registration statement which. became effective under the Securities Act on 
July 15,1941.:.- -c: +. 227 Se Bee Fora Sh cent tl oe 


[7 3196] “27 "> “Tature of the Offering] Di eset OR 3 


In order to make my discussion more clearly understandable in its appli- 
cation to the various concrete situations which may arise, I shall first describé 
briefly the nature of the offering in question. The re istraticn statement 
covered $233,584,900 in principal: amount of debentures of the Company, pro 
posed to be offered by the Company pro rata to its existing stockholders, with: 
out the intermediation of any underwriters. The statement covered also full 
and fractional warrants which the Company proposed to deliver to its stock- 
holders in evidence of their right to purchase debentures from the Company. 
These warrants were to be issued to all stockholders of record at the close of 
business on July 25, 1941, and the registration statement specified that the 
warrants would actually be issued to stockholders on or about August 4, 1941. 
The warrants by their terms were required to be exerc’3¢d on or before August 
29, 1941. Pursuant to an order of the Commission entered on July 11, 1941, 
the registration statement became effective at 4:45 P. M., E. 5. T., on July 
15, 1941. So far as practicable, prospectuses were made generally available 
by the Company on July 16, 1941. 


[J 3197] [Use of Mails or Instrumentalities of Interstate 
Commerce] 


Before discussing the legal requirements which have been applicable 
since the registration statement became effective, I should like to point out 
that until the statement became effective it was illegal for any broker or dealer 
to use the mails or instrumentalities of interstate commerce to offer or sell 
either the debentures or the warrants on 2 when-issued basis. This was 
clearly stated in a release published by the Commission on July 9, 1941 
(Securities Act Release No. 2613). Apparently, it was no* sufficiently under- 
stood that the prohibition of the statute extended not only to offers and sales 
for immediate execution, but also to solicitations of orders which were not to 
be given and executed until after the effective date of the statement. Thus, 
a circular distributed by a broker or dealer to his customers, describing the 
debentures and the rights and suggesting that he svould be glad to receive and 
execute orders after the statement became effective, was no less a violation 
of the statute than a circular inviting the «mmediate submission of orders 
before the effective date. The same would be true even if the circular carried 
a “hedge clause” specifically disclaiming any intent to solicit orders. If the 
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circular in fact constituted a solicitation of orders it could not be bro sbht 
within the law by mere formal disclaimers. 


Now that the statement has become effective, there is no prohibition 
against offering rights or debentures, or soliciting orders to buy them, whether 
on a when-issued or an issued basis. However, the Act requires that if any 
prospectus relating to a registered security is transmitted thrcagh the mails 
or in interstate commerce, that prospectus must be in the form of, or accom- 
panied or preceded by the formal prospectus filed by the issuer with its regis- 
tration. statement. (For convenience, I shall call this prospectus 4 “formal 
prospectus.”--In the Act it is referred to as a “prospectus that meets the 
requirements..of section 10.”) . Furthermore, even if in a-particular sale no 
use is made of the mails or interstate commerce to offer.the security, or to 
solicit orders.to buy it, the security itself. must still be accompanied or pre- 
ceded.by. the formal prospectus.when the security is delivered through. the 
mails or in interstate commerce. 


ae ap set . ° 
Se. af: se $i: 


wt Bs 


[7 3198} 5 2:-.— - > [Scope of Term “Prospectus’} == = 20- 5°" *- 
In applying these principles to particular. situations, brokers and dealers 
should appreciate that the term. “prospectus” as used in the Securities Act 
covers more than the kind of formal document which the layman ordinas.ly 
has in mind: when he uses the term. Under the Acta “prospectus” includes 
every kind of written communication which attempts or offers to dispose of, 
or solicits on offer to buy, a security fox value, or which constitutes a contract 
of sale or disposition of a security for value. If the term “prospectus” is con- 
strued in accordance with its language and spirit, it must in my opinion be 
read to cover any document which is designed to procure orders for a security, 
or to effectuate the disposition of a security, whether or not the document pur- 
erie on its f -e to offer the security for sale, or otherwise to dispose of it for 
value. -: ‘ ‘ : 


{J 3199] Aes ; [Concrete Examples] 


In the light of these general principles let me discuss concrete examples 
_ which will illustrate in greater de-ail the application of the prospectus require- 
ments of the Act to transactions occurring after the effective date of the 
registration statement. 


Question 1. John Doe, a dealer, writes a letter to Richard Roe, one of his 
customers, offering him warrants, on a when-issued basis, for ten $100 de- 
bentures.. Must John Doe send a copy of the formal prospectus with his letter? 


Answer. Yes. John Doe's letter itself falls within the broad definition 
of “prospectus” in the Act As such, it must, in order to comply with the Act, 
either be in the form of the formal prospectus—which it obviously is not—or 
else be preceded or accompanied by 4 formal prospectus. 


_ Question 2, Instead of writing a letter to Richard Roe, John Doe calls him 
on the telephone and offers him the warrants. Richard Roe accepts; and John 
Doe thereupon mails him a confirmation of the sale: Must John Doe send 
a copy of the formal prospectus with his confirmation? 


Answer. Yes. The term “prospectus” is defined in the Act broadly to 
include within its meaning an ordinary confirmation; and since the confirma- 
tion is not itself 2 formal prospectus, it, like the offering letter in Question ie 
must be accompanied or preceded by a formal prospectus. 
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[73199] 17 CFR 231.2623—Continued - 


Question 3.1 John Doe happens to know that his customer, Richard Roe, 
is already a stockholder of American Telephone ant [ elegraph Company, and 
has therefore already received a prospectus from the Company itself. Must 
— Doe still, in the situation described in Questions 1 and 2, send Richard | 

ea formal prospectus? -..- eS ae ge ae 
Answer.) Yes. In requiring that a letter offering registered securities, or 
a'confirmation, must be accompanied or preceded by a formal prospectus, the . 
Act requires further that this formal prospectus shall have been sent or given 
—not by cnyone, tut by the person who sent the letter or confirmation, or by 
his principal. -Jokn-Doe is not acting for American Telephone and ‘Telegraph 
Company. Consequently, the fact that Richard Roe has received a prospectus 
from American Telephone and Telegraph Company does not affect the re- 
sponsibility: that ‘John Doe-has to comply with the prospectus requirements. 


Question 4. On August 5, 1941, John Doe telephones Richard Roe, his 
customer, and states that he has warrants for ten $100 debentures, and will be 
glad to sell them to Richard Poe. Richard Roe accepts the offer. John Doe. 
thereupon immediately pu » warrants in an envelope, and mails them to : 
Richard Roe. - Must John 1» < enclose also a copy of the formal prospectus? | 


Answer. Yes.: The-Act-requires that registered securities, when de- 
livered through-the mails or in interstate commerce, shall be preceded or ac- . 
companied by a-formal prospectus; and since John Doe made an oral offer, , 
without sending a formal prospectus, he must send one with the warrants... 


Question 5. In the course of the conversation described in Question 4, — 
Richard Roe mentions that he is already a stockholder of American Telephone 
and Telegraph Company; and so has received a copy of the prospectus. Must 
John Doe nevertheless send him another copy? oe 


i 


Answer, No. In requiring that securities, when delivered, be accompanied or 
preceded by a prospectus, the Act does not require that the prospectus shali 
have been sent or given by the person making the delivery. It is enough that the 
purchaser shall already have received a prospectus from some source. (Owing 
to the particular wording of. the Act, this situation must be carefully dis- 
tinguished from the case in Question 3.) ek 


Question 6. John Doe, a broker, receives an unsolicited telephone call 
from Richard Roe, asking him to purchase for Richard Roe’s account warrants 
for ten $100 debentures. John Doe does so and sends them to Richard Roe by 
mail.. Must he send a copy of the prospectus with the warrants? 


Answer. No. The prospectus requirements of the Act do not apply to 
unsolicited brokers’ transactions, whether executed on an exchange or over 
the counter. . = : 


| Question 7. Richard Roe telephones John Doe, his broker, and states that 
he has certain warrants which he would like John Doe to sell for his account 
John Doe does so, and sends him a confirmation of the transaction. Must 
John Doe at the same time send him a copy of the prrspectus? . 
3 Question and answer No. 3 of Release No. 


' 33-2623 are considered to be inoperative because 
of the 1954 amendment of Section 2(10) [71451]. 
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Answer. No. In confirming a seil order on a brokerage basis, John Doe 
is not within the prospectus requirements of the Act. fae 


Questior. §.2 Pursuant to the sell order received in Question 7, John Doe 
sells Richard Roe’s warrants.to Heniy Hoe, another dealer, who purchases for 
his own account. Must Join Doe, im confirming the sale to Henry Hoe, or in 

4 delivering the warrants to hima, send him a copy of the prospectus? - 
Answer’. Nov John Yo", in making the. sale,-is completing the execution 

of an unsolicited brokeri* order, and therefore is exempt from the prospectus 

pequirementa,, -2 66 ull eta Ste oe ere eS 


Question 9.: John Doe. writes to ‘his customer Richard Roe, whom he 
knows to be a stockholder'of American Telephone and Telegraph Company 
and offers to sell for him the warrants he has received: Must John.Doe send 


Richard Roe a formal prospectus with his MO as es 


~- sr 8 


Answer. :: No, since heis offering to sell for itim, not to him. - U8: a Td a 


Question 10.2°'As a result of the letter described in Question 9, Richard 
Roe gives John Doe a sell order, and John Doe sells the nights to Henry Hoe. 
hs When he mails the warrants to Henry Hoe; must he send a-copy of the pro- 
spectus withthem? “es oo ae eh oe peas: 


Answer? Yes, The transaction, although on. a brokerage basis, results from a 
solicitation, and consequently the prospectus requirements are applicable to 
John Doe's sale to Henry Hoe. : = a7 8 ae 


Question 11. John Doe writes a letter to Richard Roe, his customer, 
offering to purchase rights for his account. Must John Doe enclose in his 
letter a copy of the prospectus? tan 


Answer. Yes. Even though John Doe acts as broker in the transaction, 
he is soliciting an offer to buy, and is therefore subject to the prospectus re- 
quirements of the Act. — : 


In an effort to be of the greatest assistance to brokers and dealers in the 
practical conduct of their business, I have endeavored to state the foregoing’ 
illustrative questions and answers in as non-technical a fashion as possible. 
Anyone desiring more detailed information as to the statutory basis for the 
answers I have given, or wishing information as to any situations which I 
aave-not covered, is welcome to address a further inquiry to this office. 


[Release No. 33-2623, July 25, 1941, 11 F. R. 10964.] 


See cae. eaten 

2 Questions and answers No. 8 and 10 of Re- 
lease No. 33-2623 were superseded by Reg. 
§ 230.154, now rescinded. See { 208.14, CCH. 
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Jaffee & Co. 
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dend exclusion of 62.4690 from Itederal tax- 
able income. 


[Utility Preferred Stocks} 


Persons desiring retention of the present 
redemption policy also urge that the mar- 
ket for utility preferred stocks (including 
the fully refundable issues) continues to 
be adequaic. In support of this assertion, 
these persons point out thet during tie 
period from January 1, 1969 through April 
7, 1970 thirteen electric utility companies 
offered preferred stocks and lon -term debt 
securities simultaneously and that in neariy 
all of such cases, the dividend costs and 
yields on the preferred issues were un- 
usually close to the interest costs and yields 
on the debt securities, considering the greater 
investment safety of the latter. They further 
state that, among these simultaneous offer 
ings were four sich offerings where yf 
preferred stocks were offered at mgficy 
costs and yields equal to or lower thf the 
interest costs and yields on thef#bonds, 
despite the fact that the debt &ecurities 
provided five yeers refunding# protection 
whereas the preferred issues Were fully re- 
fundable. In only two of te other simul- 
taneous offerings did the fMficring yield on 
the preferred exceed thf of the bonds by 
as much as 15 ba hoints; one of such 
preferred stacks bcigft fully refundable and 
the other non-refyffdable for ten years. In 
the most recent#imnultancous offering, an 
electric utility abject to the 1935 Act sold 
$60.0 milliof’ of first mortgage 30-year 
bonds, witPfive-year refunding protection, 
and $10.0fmillion of preferred stock, with 
no refyfding protection, on April 6, 1970. 
The Gnds were offered to yield investors 
8.5886 and less than one third of the issue 
wg reported sold the first day. The pre- 

. = 
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ported sold the first day. As a furthy 
indication that the market for fully refyfd- 
able preferred stock is satisfactory#it is 
also pointed out that offerings off€uch is- 
sues at competitive bidding durig® the 

few years of tight money supgMy have 
tinued to attract ample ngMmbers of 
from competing investyg@ut bankers. 
fact, the $10.0 millionf@Mreferred issue 

on April 6, 1970 regfvcd four bids. 


It is acknowleg&ed by the proponents of 
the present pay that the deniands of the 
utility ind y for additional capital in 
the foreseghp'e future are likely to continue 
at the Present liigh level and may even 
incre; in subsequent years. However, it 
is aeerted that the refunding cf high divi- 

d rate preferred stock in periods of 
Fiore favorable markets and the refundins 
of approaching maturities of the substan- 
tial ainounts of bonds issued in the 1930's 
and 1940’s should not have more than a 
temporary impact upon the ability of the 
industry to obtain such new capital. Such 
refundings would not add significantly to 
the total suppiy of securities outstanding 
but merely effect substitutions of certain 
investment securities for others, except for 
brief periods of time when both the new 
and refunded issues remain outstanding 
simultaneously and except- for the small 
amounts of additional funds required for 
premiums. 


All interested persons are invited to sub- 
mit their views and comments, in writing, 
to the Securities and Exchange Commis- 
sion, Washington, D. C. 20549 on or before 
May 11, 1970. Such communications will 
be considered available for public inspec- 
tion unless confidential treatment is speci- 
fically requested. 


In the Maiters of Jaffee & Co., et al. 


Securities and Exchange Act Release No. 8866. April 20, 1270. Findings and Order 


of the Commission. Opinion in full text. 


Brolzer-dealer Proceedings—Registration Viclations—Distribution of Securities— 
Failure to Deliver FProspectuses—The wilful failure of a broker-dealer to deliver the 


prospectus of a new ofering 


before or accompanying the sales thereof violated the 


Securities Act, and sanctions were appropriate. The broker-dealer sold the securities 


over a two-month period to ether dealers, but failed to send prospectuses. 


The respondent 


claimed an excmpticn under Section 4(1) of the Securities Act as one who was not 
acting as an underwriter. However, the respondent, as principal, purchased shares from 


the exclusive agent for the distribution, for resale and, therefore, 


became a participant 


in the distribution and aiso brought itself within the definition of underwriter. The record 
was devoid of proof that the commissions reccived were no miore than ig customary 


{77,505 


© 1970, Commerce Clearing House, Ine. 


Noy 
+o 


for distributors or sellers, or that the purck 
Prospectus from other sources, 


copies of the 

respondent, 
See § 1501, ‘ 

tions” division and § 3101, 


Broker- dealer Proceedings—Maripulations 


——The actions of the resrondent in purcha 
of the distribution, while it participated 
fraud provisions of Rule 10-6 under 
respondent’s action in submitting 
tion sheets. The E Seats the responde 
i site toa 


the offering is callec 


—NMiani 


Donak Malawsky, Willits 

of Trading and Markets 
Jerome J. Londin, 

Wilton L. Jaffee, Jr. 


of Carro, 


Tra M. Millstein, Donald J. Williamson, and Peter D. Stanc lish, of Weil, 


Manges, and Melvin Katz, for Greene 


‘Securities Act—Definitions” 
“Securities Act—Reris stration” 


therein as an underw riter, violated the 

the, Ex 

bid prices for 
ine 

violation of 


pulations” 
m H. Joseph, 
Michael Seite. of the New York Regional Office 


Spanbock 


received 
on the 


from the respondent had 


ase 
the burden of so proving being 


ets 
2 


§ 2705, “Securities 
division, Volume 1. 


division; Act—Exemp- 


—Bids and Purchases During Distritution, 
shares of the issuer that were noi part 


anti- 

change Act. Also a violation was the 

Stock in the over-the-counter guo‘c- 
transactions const‘tuted a de 
10b-6 whieh prohibits pure! 


the 


that 


4 


sion, Volume 2, 
Gerald Gordon, Robert G. Willner, and 
of the Comrnission, for the D 


& Londin, for Jaffee & Comr any and 


Gotshal & 


& Company, Irving A. Greene, and Robert Topol. 


Raphael P. Koenig, of Koenig and Ratner, for Bernard Horn. 


Eric M, 
of Javits & 


Javits, David A. Goldstein, 
Javits, for M. L. Lee & Ca., Ine. 

Follow 
ceedings rsuant to eae. 1506), 

of the Sccurities 
“Exchange Act”), the hes 
examiner filed an initial decision in 
he concluded, among other things, 
broker-dealer registrations of Greens 
Company ("G Co.”) and M. L. Lee & Co., 
Inc. (“Lee”) should be suspended for five 
days, and that Wilton L., Jatiee, Jr., the 
principal partner in Jaffee & Company (“J 
Co.”), a registered brol ker-dealer, should be 
Suspended from association with a broker 
o> dealer for 30 days, Irving Greene and 
Robert Topol, the pariners o G Co., for 
10 days, and Bernard Hor vbo was a 
trader for G Co., for 2¢ exam- 
iner further concluded ¢ H orn’s 
suspension he should fee te em- 
ployment in a non- Pervisory capacity 
upon a showing of oe. supervision, 
and that the proceedings with seupess to 
J Co. shoutd be dismissed? We tTranted 
petitions for review filed by all respondents 
except J nie and by our Division of Trad- 
ing and kets (“Division”), and we or- 
dered review of the examiner's decision 

4The examiner also dismi procecd- 
ings with respect to Lee's pre: rtin L. 
Levy, who diced following lose of the 
héariags, and we sg} ord or of dis- 
missal with resrect to } Levy is not 
cluded in the Tit “respondents” ag 
horeatter 


Mar} 


the 
; ident, M 


{n- 
used 


Federal Secur: 


William J. Quinlan, and John C. Moore § 8) 


’ 


pect to all issues w 
concerning responden 
filed by respondents? a t! 
we heard oral ; ar 
ty r , 
Vaseg 


record, 


Bids and Purchases During Distribution 


The order for proceedings charges that, 
between June 1963 and March 1964, re- 
spondents willfully violated the anti-mani- 
pulation provisions of Rule 100-6 u: 
Section 10(b) of the Exchange Act in con- 

on with a registered secondary offer- 
ing of stock of Salition Devices, Inc. (“Sul- 
itron”). Lee was properly a ed the 
“exclusive avent” for the o efcc- 
tive October 1962, of 107,700 shat es of 
Solitron stock, representing about 28% ci 
the shares outstanding, on behalf of 34 
scene shareholders. Included arr 1ong these 

wreholders were Jaffee, who registered 

7,500 shares (the largest block involved), 
ahi an officer, a director, and the wives of 
other officers of Solitron. The shares were 
to be offered for sale by the individual 
scilers from time to time “in the Proximate 

ae aE ae acaiaiaert pea 

7In accordance with a sne ce Tejuest by 
Lee, we have also considered j Toposed find. 
Inys and brief filed with the hx @xamincr. 
Tequests of var s ard tue 
to on * in eorree im the 
¥ ora! "zument 
; Arye 


certs 
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future’ at the prevailing market price as 
reflected in the over-the-counter market. 
The prospectus stated that the selling share- 
holders had advised Solitron that they in- 
tended to offer their respective holdings 
for sale but that there was no assurance 
that any of such sellers would sell any or 
all of the shares owned by them. Solitron 
obtained agreements from Lee and the 
selling stockholders that they would “com- 
ply with the provisions of Rule 10b-6.” By 
May 15, 1°63, shortly before the period at 
issue here, 16.300 shares of Solitron had 
teen sold. By the end of March 1964, Lee 
on behalf of the selling stockholders had 
sold 2 total of 75,100 shares, including a 
block of 3,500 of Jaffee’s shares sold in 
Grover 1963. 


Rule 10b-6 provides, in pertinent part, 
that it is a manipulative or deceptive de- 
vice for any person who is an underwriter 
in a particular distribution of securities, or 
one on whose behalf such a distribution is 
being made, or a broker-dealer or other 
person who has agreed to participate or is 
participating in such distribution, to bid for 
ox purchase such securities until he has 
completed his participation in the distribu- 
tion. 


[Purchases as Principal] 


Dering the relevant period. G Co., which 
engages mainly in trading securities for its 
own account, purchased as principal through 
Horn ever 25,600 shares of registered Soli- 
trou stock from Lee for resale. With every 
such purchase of stock and until such 
shares were resold, G Co., which reccived 
copies of the Solitron prospectus from Lee 
and thus was aware that a distribution of 
registered Solitron stock was in progress, 
became a participant in the distribution and 
subject to the prohibitions in Rule 10b-6. 
Nevertheless, while participating in that 
distribution, G Co. through Horn, not 
only continuously inserted bids in the quo- 
tation sheets pubiished by the National 
Quotation Burcau, Inc., but also effected 
purchases for its own account of Solitron 


® Although G Co. does not meet the definition 
of “underwriter in Rule 10b-6(c)(1)—which 
fg narrower tuan that in Section 2(11) cf the 
Securities Act, the prohibitions of the Rule are 
applicable to any “‘person who... is partic! pat- 
ing” In a particular distribution “directly or 
Indirectly’ (10b-6(a)(3)). A distribut’on of se- 
curities comprises “‘the entire process by which 
in the course of a public offering a block 
of tecurities is dispersed cud ultimately comes 
to rest in the hands of the investing public.” 
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stock that was not a part of the offering. 
Horn had also received a copy of the Soli- 
tron prospectus from Lee. Ticreafter, Le- 
fore making purchases of Solitron stock 
from that firm, he should have inquired 
into the status of the offering so as to de- 
termine whether to discontinue bids for the 
stock and purchases of stock not a part of 
the offering. Lee’s president testified that 
he exantined the sheets every day and 
knew thai G Co., was entering bids as well 
as offers for Solitron stock throughout the 
relevant period. Yet Lee continued to sell 
registered Solitron stock to G Co., and 
therefore, contrary to the examiner’s find- 
ing, knew or should have known that G 
Co., was participating in the distribution, 
By such sales Lee aided and abetted G 
Co.’s violations of Rule 10b-6. 


Jaffee, although he was one of the sell- 
ing stockholders under the registration 
statement, made purchases of Solitron stock 
for his own account during the relevant 
period, and admitted that prior to that 
period but during the cour. of the Soli- 
tron offering he had asked Horn to “go 
into” the sheets. Thereafter, Horn as in- 
dicated above entered bids for the siock.® 


the Solitron 
registration constituted a “shelf registra- 
tion” or “delayed offering” and argue that 
such an offering docs noi coustitute a dis- 
tribution within the meaning of Rule 10b-6. 
Jaffee further contends that the one sale of 
only 3,500 shares of registered Solitron 
stock on his behalf during the relevant per- 
iod was not a distribution. G Co. and Horn 
claim that they simply engaged in normal 
trading activities, and Jaffee, G Co., and 
Lee assert that the record shows none of 
the usual indicia of a manipulation nor any 
manipulative intent on their part. 


Jaffee and Lee state that 


[No Merit} 


There is no merit in these contentions. 
An offering of stock pursuant to a regis- 
tration statement by its very nature con- 
stitutes a distribution within the ‘meaning 


wiona-Texis Trust, 2 S.E.C. 764, 769 (1937), 
aid 100 F. 2d S88 (C.A. 10, 1939). Sce also 
Siearse:, Haamill & Co., Securities Exchange 
‘Act Release No. 7723, p. 9 (November 12, 1965). 

@The opty evidene? of Jaffee’s arrangoment 
with Horn is *ontarned in a transcript of Jaf- 
fee's prior investigative testimerty portions of 
which were received in evidence only against 
Jaffee and therefore cannot be used against 
Horn. f 


® 1970, Commerce ing House, Inc. 


New SE 
Jefces 


of Rule 195-6. For purposes ef the Rule, 
such distribution must here he deemed to 
have commenced at least upon commence- 
nient of the offering by the exclusive avent 
following the effective date of the regis- 
tration statement. Jaffee, having agreed 
fo participate in such an offering, became 
a Participant in the distribution irrespec- 
tive of any sales of his own registered 
shares, and his participation continued for 
so long as aiv of such shares remained un- 
sold or unti! they were withdrawn from 
registration. Otherwise, the Rule’s pro- 
phiylactic purpose could be cireur 
since cacl ‘ 
refrain froin 
fain period while engas j tying and 
bidding activities serving io raise the price 
- the stock, and thereby benefit the other 
selling stockholders as well as himself when 
sales were effected at the higher price. 
Similarly, the Rule could be circumvented 
by Lee were it permitted, merely if it re- 
frained from making bids or purchases, to 
sell the stock to other broker-dealers en- 
gaged in such activities. Whatever the 
type of offer ‘ing involved in this case may 
be called—a time-te-time « ing, or a sheif 
peuigteatien or delaved of —it is clear 
that Rule 10: is applica The: fact 
shalders cai control the 
- 


i 
that the 
timing of salcs in no way obviated 


i 
! 
4 


the need for the protections of the Rule 


Or gave rise to anv exempiion from it. G 
Co., and Horn should have been aware that 
their purchases for resale of stock that 
they knew was part of a registered offer- 
ing did not constitute normal trading ac- 

Persons, like G Co., eng2ging in 


W hitney, Rul e@ 100-6: The Special 
’ Redi-eovered Rule, 62 Mich. L. Rev. 
= AD egar “There Is no q tion that 


_fs 


i previor 
securities pursun to revi 
1833 Act The test used 
man & Compony (46 S.E.C. 652, 
finding there was ‘distribution’! under the 
Rule of securities which were neither regis- 
tered nor subiret to registraticn (i.c¢c., the mag- 
nitude of the offering and efforts, 
Tmermy extended the patellar lng ef that term. 
See Comment, The SFC's Pale 146-6: Preserv- 
ind A Connetitive Market Diring Distributions, 
19€7 Duke L. J. 809, 820. Ie J. M1. Goddard & 
Co. Iac., Securities Exchange Act Release No 
TES. p. 4 (June 4, 1865). we found silos be an 
unterwriter of control ee res subieet to rec- 
istration und-r the Seeuritics Act to be a Rule 
M66 @stroburten witheut rene rd to the Prins, 
Nordeman tect, whereas we applied that test 
to sales of blocks of stack which — neither 
Trepistered nor subject to re atic 
®See Mazel Rishop, Ine., supra, 40 S.E.C. at 
Luni's. Ise, Securities Act Release No. 


39 (1981)) in 


selling 


ccurities Law Reports 


cliviiies in a security which 
at the same time is being offered in a reg- 
istered distribution must not participate in 
such distribution unless they have term- 
inated the’r biddirg and purchasing in the 
open market as provided in Rule 10b-6. 
Finally, Rule 19b-6 defines certain conduct 
as inanipulative fer se; no further showing 
of manipulative practices or younipulative 
intent is reauired in order to establish vio- 
Intions of the Rule.’ 
asserts that it had the richt 
sume that G Co., was buying registered Sali- 
tron stock for investment purposes and 
this nat participating in a distribution. 
, Lee, and G Co. argue that they did 
not enipley the mails or interstate facilities 
required for finding violations by them dur- 
ing the relevant period, and Jaffce and Lee 
assert that any violations by them were 
not willful. We disagrée. Lee had no basis 
for assuming that a dealer who was plac- 
ing offers for Solitron stock in the sheets 
every day was buying the stock for invest- 
ment. G Co.'s insertion of bids in the 
sheets, which are disseminated in inter- 
state commerce, is a sufficient jurisdic- 
tional basis to support the findings against 
it and against Jaffee who arranged for such 
insertion.’® Jee mailed confirmations of 
Sol'tron purchases and prospectuses to G 
<e. nd in addition there were telephone 
conversations relating to Solitron between 
a two firras.’* It is well established that 
a finding of willfulness under Scction 15(b) 
of the Exchange Act does not require an 
intent to violate the law; it is sufficient 
that the person charged with the duty Knows 
what he is doing.7? Moreover, Jaffee and 
1966; Scenrities 
(Deenimber 9, 


rket-making 2 


4S5o. 1 7-8 (December: 21, 
e:case N 4935, pp. 5-6 


supra, 
2 cases involving manipuls i 
ddition to thas 2 found herein 
lation viol 
WET besed on antif 
inctuding Rule 10b-5, or both 
ard 1nd S 
1° Soo F, 8. Johns & Company 
tles Hackange Act Release No, 1972 
16 (October 19. aad ati’d suh 
® ELC Sa 2a JOT (CA. if 
Wiittler v. B.B.C., 377 F. 2d. Si7 (CA. 2, 1967). 
See Mrzel v. Pi. 386 F 2d 718, 727-8 
(C.A. 8, 1967), cert. dewtted 390 U.S. O51. 
12 Gearhart & Otia, Ine. v. §.F.C., ‘ 
Tes. S03-3 MC. A. DC. 1888): Jager v, 8.B.C., 
Bat a 5, & (C.A. 2, 1983). Seo also Dlucash 
1 SF. C.. 333 ©. 24 107, 109 (C.A. 2, 1967), 
wh! ch hold that where the circumstances were 
such az to put responcents on netice that 
‘somcthing Was wrong, . they were under 
a duty to investigate and their violation of that 
aatty triavs them within the term ‘willful’ tn 


‘the Exchange Act." 
1 77,805 


Reenendents’ 


83,860 


New SEC Rulings 


Number 309—142 
4-25-70 


Jaffee & Co. 


Lee were on notice of the applicability of 
Rule 10b-6 as shown by their agreements 
with Solitrou in which they undertook to 
abide by the provisions of that Rule. 


We conclude that G. Co., which, as has 
been noted, knew that it was purchasing 
and selling shares that were part of a 
registered offering, willfully aided and abetted 
by Horn and Lee, and Jaffee willfully vio- 
lated Section 10(b) of the Exchange Act 
and Rule 10b-6 thercunder.?™* 


With respect to J Co. it was not in 
existence during the relevant period and, 
as a basis for findings against it, the order 
for proceedings was amended to add charges 
of violations by its predecessor firm, Jaf- 
fee and Leverton (“J&L”). In view of our 
disposition of these proceedings wth re- 
gard to J Co., as set forth below, we deem 
it unnecessary to determine on the record 
before us whether J&L, as a result of its 
transactions in registered Solitron stock, 
became a participant in the distribution 
and violated Rule 10b-6, and whether J 
Co., would be chargeable with any such 
violation. 


‘As to Greene and Topol, there is no evi- 
dence that they were or should have been 
aware of the registered offeri..g of Solitron 
stock. Accordingiy, we tind no violations 
of Rule 10b-6 by them, and they were not 
charged with a failure to super’. Horn 
with a view to preventing such violations, 


Failure to Deliver Prospectuses 


Section 5(b)(2) of the Securities Act of 
1933 makes it unlawful to cavse to be car- 
tied through the mails or in interstate com- 
merce any securiiy, with respect to which 
a registration staicment has been filed, “for 
the purpose of sale or for delivery after 
sale” unless accompanied or sreceded by 
a prospectus. We find that, during Sept- 
ember and October 1963, G Co. and Horn 
willfully violated that Section. 


1430 We cannot agree with the sugsestion in 
the dissent to this portion of our opinion that 
to hold G Co. in violation of Rule 10b-6 could 
result ‘‘in a form of discrimination” as between 
the market maker and the over-the-ccunier 
market ard the specialist registered with an 
exchange. A speciniist, no less than an over- 
the-counter market maker, is subject to the 
prohibitions of the Rule if he ts a participant 
in a distribution other than one covered by a 
Blan filed by the exchange as provided under 
Rule 10-6(a)(19). It fs not material to con- 
sider whether or not a question would arise 
in the situation posed by the dissent of a pur- 
chase by the specialist of a very small number 
of shares subject to registrution. His obiiga- 
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The record shows that during that two- 
month period G Co. caused its clearing 
agent to deliver 6,100 shares of registered 
Solitron steck through the mails to 18 
broker-dealers but sent no prospectus to 
them. Horn was the only trader dealing 
in the stock at G Co. at that time. Con- 
trary to the examiner’s finding, it was 
Horn's responsibility, under the firm’s sys- 
tem then in effcet, to make a notation on 
the order ticket when he sold registered 
stock which would alert the back office to 
send a prospectus in connection with deliy- 
ery of the shares. No such notation was 
made on any of G Co.’s Solitron order tic- 
kets, nor does any appear on sale confirma- 
tions, 2s would have been the case if any 
Prospectuses had been sent to customers 
who purchased registered Solitron stock. 
In fact, the back office at G Co. received no 
special instructions concerning transactions 
in Solitron. 


Since there is no evidence that Greene 
or Topol knew or should have known of 
Horn’s failure to carry out his responsi- 
bility to see that prospectuses were deliv- 
ered, we find no violations by them of 
Section 5(b)(2), and they are not charged 
with any failure of supervision. Nor does 
the record support findings of violations 
of that Section by Jaifee. For the reason 
previously indicated, we do not reach the 
guestion cf J&L’s hebility in this respect. 

G Co. argues that it was not acting as an 
underwriter with respect to Solitron stock 
and thercfore, under Section 4(1) of the 
Securities Act, the prospectus-delivery re- 
quirements were not applicable: to it; 
that the Davidson had the burden of proving 
that the broker-dealers tao whom G Co. 
sold registered shares had not already ob- 
tained a prospectus froin some other source; 
that, in fact, these broker-dealers had pre- 
vious:y purchased stock from Lee which 
sent a prospectus to every purchaser and, 
in any event were sophisticated dealers who 
did not necd the information in the pros- 


tion, as a spccictist, is to maintain a “fair 
and orderly markct’"’ in the particular socu- 
rity, and dealings for his own account are 
restricted sc far as practical to those reason- 
ably necessary to permit him to maintain such 
market. (Scction 11(b) of the Exchange Act: 
ste Le, Re & Sacarese, 41 S.E.C. 230, 231 
(1962)). A market maker such as G Co. ts not 
under the same obligation to maintain a mar- 
kut, and, in anv event. the number of shares 
purchased by G Co., as previously noted, was 
substantial. 

1$ Section 4(1) provides that the registration 
and prosmectus requirements of Section 5 shail 
net appiy to transactions by any person other 
than an issuer, underwriter or deaier. 
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such charts as purchasers of Solitron stock. 
Neither the Jencks Act nor the case of 
Brady v. Maryland” cited by Jaffee entitled 
him to obtain the confidential investigative 
material sought. The Jencks Act, which 
in substance is incorporated into our Rules 
of Practice? provides that prior state- 
ments of Government witnesses shall not 
be the subject of inspection until such wit- 
nesses have testified on cirect examination, 
and is obviously inapplicable to Jafice’s 
request. The Brady case held that suppres- 
sion by the prosecution of material evidence 
favorable to an accused who has requested 
it is a denial of due process. It does not 
authorize a “fishing expedition” into inves- 
tigative material.’ In any event, we have 
made no findings with respect to sales of 
Solitron stock by J&L. 


There is similarly no basis for Jaffee’s 
claim of prejudice resulting from his in- 
ability to inspect certain confidential Com- 
mission files relating to the Solitron regis- 
tration statement. At the hearings, the at- 
torney who prepared that statement was 
called as 2 witness by Lee and testified 
to various discussions with our staff con- 
cerning the mechanics of the offering. Ap- 
parently, in an effort to satisfy the exam- 
iner’s doubts concerning this witncss’ cred- 
ibility, Lee requested that the staff pro- 
duce “anything” in the Commission’s Soli- 
tron files “refecting on these conversa- 
tions that the witness has testified about.” 
Not only did Jaffee fail to join in Lee’s 
request, which the examiner denied, but 
he has made no showing of the relevance 
of the evidence sought nor of any adverse 
effect upon him resulting from its absence. 


Public Interest 


Jaffee, Horn, and Lee argue that the 
public interest does not require the imposi- 
tion of any sanctions upon them, and G 
Co. contends that any sanction other than 
censure would be unwarranted.” 


Jaffee asserts, among other things, that 
his record is otherwise good, that he co- 
operated with our staff, and that his viola- 
tiors, if any, were technical in nature. We 
do not consider that Jaffee’s violations of 
Rule 10b-6 were merely technical. Bids 


#018 U.S.C. 3500 (1957). 

21 373 U.S. 83 (1963). 

92 See Rule 11.1. 

#2Sce Harris Clare ¢& Co., Inc., Sccurittes 
Exchange Act Release No. 8004, p. 4 (December 
9. 1966). 

21 Since we have found no violations on the 
pari of Greene or Topol, the proceedings will 
be dismissed as to them. 
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and purchases in the course of a distribu- 
tion at market price have a manipulative 
effect on such price to the detriment of 
investors. We conclude that under all the 
circumstances it is appropriate in the pub- 
lic interest to suspend Jaffee from asso- 
ciation with a broker or dealer for 20 
days. 

Horn asserts that his only function was 
as a trade. However, Horn was responsible 
ior all of the violations which occurred at 
G Co. In view of his violations of Rule 
10b-6, as well as of Section 5(b)(2) of 
which he was exonerated by the examiner, 
we conclude that the public interest re- 
quires that he be suspended for 30 days. 

G Co. no longer employs Horn, and its 
partners, with respect to whom we have 
found violations, point to lengthy un- 
blemished records in the securities busi- 
ness. Lee asserts, ainong other things, 
that no purchaser suffered a market loss. 
It points to the recent death of its presi- 
dent and 95% stockholder, who was in ac- 
tive control of its business during the rele- 
yant period, and states that it is presently 
in the process of liquidation.** Under these 
circumstances, we conclude that censure of 
the two firms will adequately serve the pub- 
lic interest. 

With respect to J Co., a sanction may be 
imposed upon it pursuant to Section 15(b) 
(5) of the Exchange Act upon the basis of 
willful violations committed by an asso- 
ciated person, including a partner or con- 
trolling person, prior to becoming so as- 
sociated if in the public interest.% The 
record shows that at the time these pro- 
ceedings were instituted and during the 
hearings, Jaffee’s partnership interest in 
J Co., which has two partners, exceeded 
90%. The hearing examiner dismissed the 
proceedings against J Co. on the ground 
that the order for proceedings was not 
notice to that firm that Jaffee’s association 
with it provided a basis for a sanction. 


In our opinion, however, the order for 
proceedings constituted sufficient notice to 
J Co. that it would be subject to a sanction 
if findings of violations were made against 
Jafice. J Co. was named a respondent and 
was served with a copy of that order. The 


ea ee eee 
£8 Dissolution of a respondent broker-dealer 
firm is no bar to the imposition of a sanction 
in the public interest. Sce W’. T. Anderson 
Company, Inc., 59 S.E.C. 630, 633 (1969). 

28 See Richard N. Cea, Securities Exchange 
Act Release No. 8662, p. 15 (August 6. 1969), 
and cases there cited. Cf. Sccuritics Notional 
Corporation, 35 S.E.C. 163 (1953). 
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order alieged vielations of the securities 
acts by Jaffee, identified him as a partner 
of J Co., and recited that “in view of the 
allegations made . . ., the Commissior 
deems it necessary that private proceedings 
be instituted to determine .. . what, if any, 
remedial action is appropriate in the public 
interest pursuant to Section 15()) of 
the Exchange Act.” Accordingly, we re- 
verse the examiner's order dismissing the 
proceedings against J ae And since 
Jaffee is the controlling of, Go, 
we conclude that the firm ef ached ealer 
istration should be 
the same 

§ 


tner 


Sus] 


\ wh ! q 
period as 


J Co. Jaffee, 
filed motions req 
ment before us and stays of 
tions imiposed pending determinating of 
petitions for review to be filed by them in 
the Court of Appeals. The Division filed 
a memorandum in opposition. No basis 
for further oral argument has been shown, 
and that request is denied. With respect to 
the request jor stays, specified effe 
date of the sanctions in our order 
provide movanrts with time to file 
for review the sanctions go into ef- 
tect) | The ition with respect to any 
respondent who files a petition prior 
to the effective date shail be stayed pend- 
ing final determination of the petition. 


Gi Con aired 
vesting further 


any 


the ive 
will 
petitions 


before 


Maes 
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An appropriate order will issue. 

By the Commission (Chairman BUDGE 
and Commissioner OWENS), Commissioner 
SMITH concurring in part and dissenting 
in part, and Commissioners NEEDHAM 
and HERLONG not participeting. 


[Concurring cad Dissenting Opinion 


Commissioner Suits, in 


and dissenting in part 


concurring part 


I concer with the majority in all aspects 
of the case except its findings of violations 

27Sec Advanecd FKesearch Associates, 
40 SFC. St8, 613, n. TT (1963), 

* The exceptions to the fnitlal dee 
hearing exeminer are overruled 

ine’ to the extent they are inconsis 
nm cecord with our decision. 

a°Creere and Topol also joined in the mo- 
{'ss, but since the proceedings will be 

'ssrd as to them, their requesis are 

2The majority cities former Csrim 
Whitney's excellent erticte for this prep 
Whitney, Rule t0h-: The Special § 
discovercd Rule, 62 Mich. L. Rev. 
(1964). I do not read the article to 
The senteree quotcd by the majority 
to me to contemplnic the usual “under 
Offering’ ‘ircuch a syndicate of 


or 


ae 


socuritics 


ine, 


G Co., its trader Horn, 
not believe the test used, 
f ering per ge 


of Rule 19b-6 by 
and Lee. I do 
that the registration o 
makes that Rule applicable, comports with 
the intended coverage of the Rule, and, 
using a stricter test, I do not believe the evi- 
dence supports findings of violations. Coa- 
sequently, I would reduce the sanction 
against Horn to censure and would di 


1s to Les, 
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f an offi 


S- 
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jority rea firs 
ier” a 
he meaning of those 
the 1933 Act aad there! 
ion § of that Act io dei 
With that reasoning I agree. 
the majority deduces that a 
“particul distribution” was also occur- 
ring and G Co. was, if not an “under- 
writer,” at least “participating” in that dis- 
tribution within the meaning of those ter 
Rule 106-6 under the 1934 Act, 
Y prohibiting any bids 


purcliages 
by G Co. in the course of miaricet-mai 
Whi le 


fons 


in 


hist 
far 


From 
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Cath) 
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nat 


itise 


h the pier iy’s premise 
ug Of securities requi: 
1023. Act “by its very 


not agree w 
a public of 
repistration under the 
nature’ constitutes a Bisicibediee fer pur- 
poses of Rule 10b-6 under the 1934 Aci? 
Nor can I agree with the asserted conse- 
quence, that a person who is a statu tory 
underwriter for purposes of the 1933 

is automatically a participant in a di 
lion subject to Rule 10b-6. The term 
tribution” is defined in neither the 1933 
nor the 193 ; ae its meaning and 
plicability ilar persons in 
context i derived 
the dif of which i ts :us2d, 
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The purpose of the 1933 Act is to 
vide adequate disclosure about the 
and the offering to the ultiniate purchaser, 
and so one participating in the distribu- 
firms, which the group of 10b-6, 105-7 and 
10-8 rules simultaneousiy adopted in 1955 wera 
mainly aimed. See Foshay, 3lerket Activities 
of Participants in Securities Distributions, 
Univ. of Va. L. Rev. 407 (1959). In his article 
Mr. Whitney sald (footnote 3), “the prucni 
‘rule of thumb’ assumes that a registercd 1973 
act ‘distributien’ narmally will be subject to 

That phrasing is a long way from 


issuer 


at 


Fule 10h-6."’ 
aouer se apniteation. Moreover, when he de- 
{nes distribution for 10b-6 purposes. he doos 
so (footnotes 31 and 37) in terms of the Bruas, 
Ph he test I deseribed below. and indi- 
(foctnates that the term is used 
two statutes 
Not me 
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tion of the new issue is required to sce to 
it that a prospectus reaches the ultimate 
purchaser. With that purpose in mind, it 
behooves us to bring within the distribu- 
tion process someone purchasing for resale 
who is in a position to effectuate pros- 
pectus deliveries (sucl) as a professional 
like G Co.) and who cannot avail himself 
of any of the specific statutory exemptions. 
This we did. 


On the other hand, the purpose of Sec- 
tion 10(b) of the 1934 Act is to prevent 
manipulation in the trading markets. Here 
we are called on by Rule 10b-6 to keep 
someone who chooses to be on the sell side 
of the market out of the market on the 
buy side where the particular distribution 
by that person is of such a nature as to 
raise a sufficient temptation to manipulate 
(because the financial rewards are high 
enough) to cause a threat to the integrity 
of the market processes. Thus, selling 
shareholders—such as Jaffee—are prohib- 
ited by Rule 10b-6 from buying when they 
are selling or poised to sell, and Lee, the 
exclusive agent for the selling shareholders, 
is similarly prohibited. Jaffee, who pur- 
chased with shares unsold, violated 10b-6? 
and in my view Lee, who made no pur- 
chases, did not. G Co., a market-maker, 
and Horn, its trader, stand on a different 
footing. : 


it is not difficult to conceive that in cer- 
tain situations where 1933 Act registration 
serves a purpose, to apply Rule 10b-6 would 
serve no purpose because the dangers of 
manipulation at which the Rule is aimed 
do not exist." For example, if an indivi- 
dual acquires a small number of shares, say 
200, directly from a listed issuer in an ac- 
tively traded stock and promptly sells 
them on the floar of the exchange, it is 
clear he would be a statutory underwriter 
for purposes of Section 2(11) of the Secu- 
rities Act of 1933, and Section 5 would re- 
quire him to register those shares. How- 
ever, there would be no warrant in apply- 
ing the prohibitions of Rule 10b-6 to a 
specialist who purchases those shares in 
the course of his functioning as a specialist, 
even though he obviously purchases them 


37 It is material to me in finding violation of 
Rule 10b-6 by Jaffce that he held unsold regis- 
tered shares when he purchased in the market 
and had taken no steps to dercrister or other- 
wise disassociate himself from the selling 
group. 

4 There are. of course, situations where the 
converse {s true: distributions that do not re- 
quire rexistration under tie 1933 Act but should 
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for resale. Sales of these shares would be 
simply normal trading transactions to which, 
I submit, Rule 10b-6 is not intended to 
apply. The specialist would not he re- 
quired to exert any special efforts to sell 
these shares, since the amount involved 
does not approach a quantity the market 
is unable to absorb through normal action 
and no counteravailing sales effort is there- 
fore needed to stimulate demand. Rule 
10b-6 has never becn applied to this situa- 
tion, probably because it is recognized that 
to require the snccialist to give up the book 
and withdraw his bid until he sold out his 
position in the registered stock would un- 
duly and unnecessari!vy disrupt the opera- 
tion of the exchange rket. Yet Rule 153 
under the 1933 Act recognizes the applic- 
ability of the prospectus delivery require- 
ment for-such exchange transactions. 


[Market Maker's Withdrawal] 


Unnecessary disruption of trading mar- 
kets is as undesirable over-the-counter as 
on the exchanges. Nevertheless, the major- 
ity here would per se require any market- 
niaker who buys shares covered by a regis- 
tration. statement to withdraw from the 
sheets. Such an automatic application of 
10b-6 to a market-maker who is indepen- 
dent of the seller can result in a forn of 
discrimination between the over-the-counter 
and exchange markets. There has not been 
persuasive demonstration in this case that 
the market-maker participated in the kind 
of activity which would raise the spectre 
of manipulative dangers at which Rule 
10b-6 is aimed. 


The Commission has had occasion » de- 
termine the circumstances which constitute 
a distribution for purposes of 10b-6 in sev- 
eral prior cases. In Gob Shops* the Com- 
mission, while not finding a Rule 10b-6 
violation, indicated that a distribution for 
10b-6 purposes hinges on the presence of 
a major selling effert by the broker-deaier. 
Later, in Bruns, )/ordeman, a case based 
on the same facts as Gob Shops, the Com- 
mission found a Rule 10b-6 violation by 
the broker-dealer and enunciated the test 
which must be met to reach that conclu- 
sion: 


be subiect to Rule 10b-6 or comparabie ontl- 
maninulative requirements, ¢e.g., “‘unregistored 
secondaries’’ or sales of substantial blocks ac- 
quired privately and held for the requisite in- 
vos‘ment periods. See Whitney, supra note 1 
at 579 and 581, 

490 S. EB. C. 92. 103 at fn. 25 (1989). 

$408. B. C. G2 (1961), 
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“Rule 10b-6 is applicable to all distribu- 
tions whether or not subject to registra- 
tion under the Securities Act and whether 
or not the conventional procedure of 
utilizing an underwriter or selling group 
is employed. The term ‘distribution’ as 
used in Rule 10b-6 is to be interpreted 
in the light of the rule’s purposes as COov- 
ering offerings of such a nature or mag- 
nitude as to require restrictions upoa 
open market purchases by participants 
in order to prevent manipulative prac- 
tices. For these pusposes a distribution 
is to be distinguished - from ordinary 
trading transactions and other normal 
conduct of a securities business upon the 
basis of the magnitude of the offering 
and particularly upon the basis of the 
resrg efforts and selling methods util- 
ized.” : 


In subsequent cases the Commission re- 
affirmed its position that a concerted sell- 
ing effort of an unusually large amount of 
securities constitutes the hallmark of a 
distribution for 10b-6 purposes.” None of 
the cases cited by the majority, save possibly 
one, reflects a departure from the Bruns, 
Nordeman test. 


In Hazel Bishop,® for instance, the Com- 
mission issued a stop order for false and 
misleading statements in a pending regis- 
tration statement covering a large second- 
ary distribution at the market. The Com- 
mission there warned that any broker or 
person “acting for” any selling stockholder 
would be subject to the provisions of Rule 
10b-6. There is no indication in Hazel 
Bishop that mere awareness or knowledge 
of a 1933 Act distribution, without more, is 
sufficient to make a market-maker purchas- 
ing and selling that stock for his own ac- 
count a participant violating Rule 10b-6. 
There is no proof in this case that Horn 
or G Co. was “acting for” Lee or any of 
the selling stockholders. 


In Lum’s® the issue before the Commis- 
sion was whether or not 2 temporary sus- 


from 1933 Act registration should be made 
permanent. The Regulation A offering in- 
cluded shares which a broker-dealer (Aema, 
which was also a market-maker in Lum’s 
stock) had acquired privately and certain 
shares owned by two principal officers of 
the company. After it had sold all its 
shares as principal, Aetna reentered the 
sheets with bid and asked quotations, while 
selling stock for and purchasing from the 
two officers, first as agent and later as 
principal. Aetna distributed all the selling 
stockholders’ shares; 82% of the total shares 
it purchased during the relevant period 
were from the selling stockholders. The 
Commission determined in that case, cor- 
rectly I believe, that Aetna was participat- 
ing in a distribution for or on behalf of 
the two officers and Rule 10b-6 was applic- 
able to its market activities. In the in- 
stant case, however, there is insufficient 
proof that G Co. was intimately involved 
with the selling stockholders or their ex- 
clusive agent, or was in any way acting 
for them, or was behaving other than as 
an independent market-maker. 


The decision of the Commission in God- 
dord® need not compel a different result. 
In that case the broker-dealer/market-maker 
dominated and controlled the market in 
the unregistered stock being distributed, 
and its market activities in that stock 
would not be found to be ordinary trading 
transactions. The Commission pinpointed 
two particular such distributions of con- 
trol stock to which it said Rule 10b-6 was 
applicable, as well as two particular dis- 
tributions of non-control stock specifically 
meeting the Bruns, Nordeman test. The 
cases relied upon*' to support the state- 
ment in Goddard that public sales of control 
stock subject to 1933 Act registration fall 
within the meaning of the term “distribu- 
tion” in Rule 10b-6, all involved aggressive 
sales effort, as in Goddard, to induce pur- 
chases of the respective securities, There 
is no evidence that G Co. engaged in that 
type of conduct. in this case.” 


pension of the Regulation A exemption 


*Id., at 660. 

1 See Sutro Bros. & Co., Securities Exchange 
Act Release No. 7053 (1963); Batten 4 Co., Inc., 
Securities Exchange Act Release No. 7086 
(1963); 4. 7. Brod & Co., Securities Exchange 
Act Release No. 7139 (1963); Woods & Com- 
pany, Inc., Securities Exchange Act Relecse 
No. T7178 (1965p 

840 S. E. C. 718, 736 (1961). 

® Securities Act Release No. 4850 (1966). 

1. Securities Exchange Act Release No. 7618 
(1963). a 

11 Cases cited In note 7 supra. 


Federal Securities Law Reports 


32 The majority also cited, mistakenly I be- 
lieve, Oklahoma-Tezes Trust, 2 S. E C. 764 
(1937). and SAearson, Hammill 2 Co., Securi- 
ties Exchange Act Release No. 7735 (1965), as 
authority for finding G Co. and Horn partici- 
pants in a distribution for purposes ot Rule 
100-5 (majority opinion at footnote 5). The 
porticns of the @ecisions cited reiate only to 
determinations that a 1933 Act pubiic offering 
had not ceased, one for the purpose of deciding 
wiether a stoo order should tssue, the other 
for the purnose of deciding whether the Regu- 
lation A $200,000 limitation had een exceeded. 

(Continued on next page.) 
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{Proof Reviewed) - 

Having discussed policy and precedent, 

I turn to proof in this case. A review of 
G Co.'s trading activities over the whole of 
the revelant period, from June 1963 to 
March 1964, does not reveal anything un- 
usual. It purchased a total of 25,610 shares 
from Lee, less than 24% of the total shares 
registered. Its purchases were from time 
to time and not in large units dispropor- 
tionate to the units it sold in trading. Its 
total purchases from Lee amounted to only 
about 26% of its total purchases from all 
_ sources. G Co. was neither high nor even 
tied for high on over 659% of the days it 
submitted bids in the sheets. A total of 
25 other firms were in the sheets, at least 
two or more than one-half the total trad- 
ing days. G Co.’s largest long position 
was only 1,239 shares, while its largest 
short position totalled 6,632 shares. It en- 
gaged in no retail sales or in any retail 
sales effort, and there is no indication that 
its activities in the wholesale market were 
in any way out of the ordinary. Its trad- 
ing mark-ups did not appear to be unrea- 
sonable and as the hearing examiner stated, 
“no pattern of manipulation by raising 
prices was found in the sales transactions.”** 


A closer examination of the record indi- 
cates that in one month, September 1963, 
G Co, purchased 20,160 shares from Lee, 
or 71% of its total purchases from Lee dur- 
ing the entire period. Those purchases 
represented about 48% of the shares sold 
by the selling stockholders during the en- 
tire period. In that month this represented 
52% of G Co.'s total purchases from all 
broker-dealers. Of the 20,160 shares, 6,600 
were purchased from Lee in three trades 
on September 12 and 9,500 were purchased 
in eight trades on September 18. G Co. 
was high bidder in the sheets on two days, 
by % on September 11 and by % on 
September 18, and tied for high on tea 
days out of the total of 20 trading days 
that month. Another firm was high bidder 
for five days in the month, and on six of 
the ten days when G Co. was tied for high, 
there were as many as three or more firms 


(Footnote 18 continued. ) 
of Section 1 
d in any way ! 
po 
Rule 10b-6 violation 
: Ined in that case, 
however, that partners and employees of the 
broker-dealer made extensive solicitations of 
subscribecs for the issue and purchased and re- 
gold shares of the issue as individuals, all at 
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tied. The high bids that month moved be- 
tween 9% and 13}, beginning the month 
at 9% and ending at 124. There is no per- 
suasive evidence on which to find that G 
Co. was even the principal market-maker 
that month or that it dominated the market 
in volume or price. G Co.’s sales about 
equalled its purchases in September and 
its inventory position remaind through- 
out relatively low. ‘ 


Even though this activity in September 
1963 indicates a number of the registered 
shares were being traded by G Co., I can 
find no basis for finding that the stock 
was being absorbed by anything other 
than normal market action or that G Co. 
was acting in any way other than as. aa 
independent market maker responding to - 
supply and demand in an unmanipulated 
market. Certainly there is no evidence 
that a sales effort was undertaken or par- 
ticipated in by G Co. to convey these 
shares to purchasers. Thus, ou this record, 
I am unable to conclude that a sufficient 
showing has been made that G Co, and 
Horn engaged in the kind of activity which 
would support a finding they were partici- 
pants in a distribution for purposes of 
Rule 10b-6. Since that proof is insufficient, 
I cannot find violations of Rule 10b-6 in 
this case by Lee. 


[ORDER] 


Private proceedings have been instituted 
pursuant to Sections 15(b), 15A and 19(a) 
(3) of the Securities Exchange Act of 1934 
to determine what, if any, remedial action 
is appropriate with .¢spect to the above- 
captioned respondents; 


Hearings having been held after appro- 
priate notice, the hearing examiner having 
filed an initial decision, the Commission 
having granted the petitions for review that 
ware filed and ordered review of such de- 
cision with respect to all other issues which 
were before the examiner concerning all 
the respondents except Martin L. Levy; 


Various respondents having filed motions 
requesting further oral argument and stays 
pending review in the Court of Appeals; 


the time the firm was entering bids in the 
sheets and was tne principal market-maker. 

13 Initial Decision, at D. ped 

14 As the majority points out, the only evi- 

2 In the case of a possibie arrangement 

between Horn and Jattee relating to trading in 
Solitron stock, was admitted only as against 
JaMee, and cannot be used against Horn or G 
Co. The existence of a direct wire between G 
Co., and J Co., is not sufficiently probative. 
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The Commission having this day issued 
its Findiners and Opinion; on the basis of 
said Findings and Opinion. 

IT IS ORDERED thai the requests for 
further oral argument be, and they hereby 
are, denied. 


IT 18 FURTHER 
Greene & Com; 
Inc. be, and they 
that the registration as a 
of Jaffee & Company ke, and 
suspended for a period of 
that. Wilton JL, Jaffee, Jr. 
Horn be, and they he: 
froin being ussociated w 


ORDERED 
ML. 


hereby are, 


Lee & 

Ce. & 
censur 

broker and deale 


it 


any and 


necety : 


Fees for Nonmember Bro arts 


Securities Exchange Act Releas 


sna ae ab 
OES, Ruling 
tt fo Lax 


sanctions shall become 
effective as of the opening of business on 
May 4, 1970. In the | event that prior to 
that date a petition for review of this order 

filed to Section 23(a) the 

curities Exchange Act of 1934 Py 
& Company, Wilton L. Jaffee, Jr. 
& Company, or Bernard Horn, this 
1 stayed respect to 


determinatio: 
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April 21, 1970. Release in full text. 


Broker-Dealers—NASD Nonr rembers—Annua' Fees—Form SIC 


of Exchange Act Rule 15b9-2 is proposed to 
1970 fer registered broker-dealers who are 
Securities Dealers, Inc. The fees for 197U are 
a fee of $5.60 ior each associated person, 
maximum amount payable by a firm 
$20,000.00 to $25 
ever, interested 
1970, and if 


See § 25,067 


SONS 


are 


The Comnuission 
posal amend Farm age 4 of Rule 
15b9-2 under the Securities xchange Act 
of 1934 (‘The Act”) to ‘set fees for the 
fiscal year 1970 for registered breker-deal- 
ers who are not members of the National 
Association of Securities Dealers, Inc. (noy 
member broker 


Sections 
the Act 
lect such veuienable teas 
may be essary to deli 
additional requlutory duties 
performed with respect 
broker-dezlers. Pursua: 
tions the Commissi 
15b9-1 to establisWinitial fees and Rule 
15b9-2 to provid# for annual assessments. 
These rules pgy&cribe the fee structure and 
the actual ffes are set each year in the 
pekumals orins required to be filed. This 
fect which would 
ft puehencet are as isons 30 fee re- 


anv Form ere -5 which is 
broker + $25 fom 


has announced a pro- 
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to 
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equired to be 
to nonmember 
to the above sec- 
has adopted Rule 


and a 
in asta! 
089.00. The foregoing amendment st 
invited to submit comments 
the Proposal warrants amendment, the Commissiog 
, “Exchange Act—Over-the-Counter Mark 


be amended to set fees for 


not eens of the National 


proposed to remain at a base 


$30.00 fee for cach offig 


agntet raised 


bie 


is 
all be eff 
cae 
division, Valarie Pi 
Fails with the amendm 
under Rule 15b9- 2, Pp § 
s. The forms requirin ¢ © iota! ees 
“SI ECO-2 and SECO-S) would not 


{nuual Fees—Rule 15b9-2 


Rute 15b9-2 now provide 
non-member brokers 
comprised of (1) 4 
auoreatle to all suck brokers or 
dealers; (2) a fee for each associated per- 
son engaged, ode ctly or indirectly, in se- 
urities activities for or on behalf of the 
broker or dealer prior to May 15 durin 
the fiscal year, at any time in which the 
firm was a nonmember broker - dealer; 
and (3) a fee for each office of the broker 
dealer which was maintained prior to 
May 15 during the fiscal year, at any time 
in which the firm was a nonmember. 


the broke 


the 


In general, 
of 


iS 


each associated persun ot 
Unlike the annual assessments, 
upper limit on the total ezmount of initi ar 
payable. 
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ot “Exchange A\ct— ‘ornis” 
Volume 3; ©6038A and 741], ‘ Gociurities Act—Forms" division, Volume lL; 

51,107A and B. and 51,961, 51,981, 51,985, “Investment Companies—For division, 
Volume 4; £ 43.012 and 43,121, “Trust Indentures—Forms” division, Volu 


The Commission today announced that in social security account g@imbers is volun- 
light of Section 7 of the Privacy Act of tary. In addition t his information, the 
1974 (Pub. L. 93-379), it will no longer notices will set ihe information re- 
deem as mandatory the disclosure of social quired by Secy@M 7 of the Act; including 
security account numbers on certain forms the authorityMbursuant to which the infor- 
which collect information from or about in- mation is Jing solicited and what principal 
dividuals. Although the disclosure of social Woe made of the information. 
security account numbers may be of assis- 
tance 19 the Commission in identifying per- 
sons and in promptly processing such forms, 
the bel! ieves that disclosure (a) 


existing supplies of the forms are ¢ex- 
sted, the Commission may revise such 
forms er the instructions thereto as appro- 
priate. Meanwhile, applicants and regis- 
trants who have on hand a supply of the 
affected forms or who make their own 
copies of Commission forms should keep 
in mind that they are no longer required 
to report individuals’ social security account 
numbers. 


In order to avoig@Mhe high costs tl. : ; 
would be involvg@#n revising its current ; Jai poe is ey abies Beis posal 
forms to provig@ whct the disclosure of so- i at u eins ore, 133,711; Form 
4 is at § 33,731; Form 144 is at § 7411; Fore 


cial securityg@fccount numbers is voluntary, p i a: 
rae has Brepsced @ special no: cer at 951,961, Form T-2 is at 43,121. 


nished to all persons 


the Privacy yey 

rity account numbers in many. 

utilized by the Commissiog#€ould still be 
required. 


“of the forms from the By the Commission. 


that disclosure of 
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Exchange Act Release No. 11766. Investment Advisers Act Release No. 484. Admin- 
istrative Proceeding File No. 3-2572. October 23, 1975. Release in full text. 


Review of Initial Decision—-Broker-Dealer’s Antifraud Violations—Infation of Mar- 
ket Price.—A broker-dealer and its president co..mitted antifraud violations in manipulat- 
ing the market of a security by artificially raising its “bid and asked” price in the “pink 
sheets” in an effort to boost its price over the warrant exercise price, — warrant 
holders to exercise their options. The registrant broker-dealer knew or should have known 
that the issuer's market was extremely thin and illiquid, and even relatively modest pur- 
chases would have an undue impact upon the price of the issue. Registrant had purchased 
some 75,000 shares on the open. market and had sold them tour days subsequent to the 
expiration of the option date. The broker dealer, in doing this, sold some 35,000 shares 
of the inflated security to customers as to whom it was admittedly in a fiduciary relation- 
ship. 

See J 22,721 and 22,725, ‘Exchange Act—Manipulations” division, Volume 2. 


Exchange Act—Participating in a Distribution—Rationale.—Rule 10b-6, designed to 
prevent manipul ation in the markets, precludes a person from buy ing stock in the market 
when he is at the same time participating in an re of securities which is of such a 
nature as to give rise to a temptation on the part of that person to purchase for manipula- 
tive purposes. The term distribution, therefore, in the Exchange Act context should be 
interpreted to identify situations where the temptation to manipulate would be present. 
Here, the respondents participated in a distribution of the issuer's shares, and while par- 
ticipating im that dist ribution, placed bids and purchases of the issue in question, in 
contravention of Rule 9-6, 


lee 922.725 “Exchange Act—Manipulations” division, Volume 2. 


§, 80,327 © 1975, Commerce Clearing House, Inc. 
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Regulation T Viclations—President’s Duicy.—The president of a broker-dealer firm 


has the responsibility to comply 


with ali applicable regulatory requirements, and he re- 


tains that responsibility unless and unt he reasonably delegates a particular function to 


another member of 


the firm. Here there was not reasonable delegation, so Regulation T 


violations are properly uttributable to registrant’s president, 


See § 22,201, “Exchange Act—Margin; Borrowing Restrictions” division, Volume 2. 


Recordkeeping Violations.—Though warrants in question were non-assignable on their 


face, the restriction became unnecessary in light of a r 
method of treating this situation cn the books wonld not matter fo anyone. 
quently, the recorcing of stock purchases as pure! 


4atration subsequently filed. The 
Conse- 
es from warrant holders, rather than 


as purchases by registrant as assignee of the warrants, was of no moment. 


Sce § 26,151, “Exchange Act-Insiders; Liabilities” division, Volume 3. 


Recordkeeping Violations—E 
quired in the position record might 
the requirements of Rule 17a-3(a)( The 
have violated the Rule. 


> 


ecords Wisewhere.—The fact that data 
ave been derived from other sources does not satisfy 
refore, respondents were rightfully found to 


See J 26,154, “Exchange Act—Insiders, Liabilities” division, Volume 3. 


Securities Act—“Pink Sheets’—Prospectus Status.—Although the broad language of 
Section 2(10) of the Securities Act would support a finding that the “pink sheets’ are 


prospectuses, 


such a reading would ignore history and statutory purpose of the Act; 


namely, to insure that buyers of registered securities get the prospectus, and to insure 


that such prospectus precedes any other selling information. 


To call “pink sheets” pro- 


spectuses would only marginally help investors and would hinder the marketing of 


securities. 


See § 1451, “Securities Act—Definiticus” division, Volume 1. 


Administrative Proceeding—Standard of Proof—The standard of proof in remedial 
broler dealer proceedings is one of a preponderance of the evidence. 
See 9 66,167, “Rules of Practice’ division, Volume 4. 


Arthur F. Mathews, Peter D. Bewley, for Collins Securities Corp. and Timothy Collins. 


Vern D. Kornelsen, pro se. 


Joseph F. Krys, Matthew J. Zale and William J. Klein, SEC Denver Regional Office, 


for the Division of Enforcement. 


Grounds for Remedial Action 


Manipulation of Market 

Fraud in Sale of Securities 

Bids for and Purchases of Stock During 
Distribution 

Improper Extension of Credit 

Failure to Comply with Recordkeeping 
and Reporting Requirements 


Where registered broker-dealer and in- 
vestment adviser, and its president, artif- 
cially inflated the market price of a security 
in order to induce warrant holders to exer- 
cise and, to the extent they did not, exer- 
cised for them and sold the stock acquired 
at an inflated price; bid for and purchased 
the security during the firm’s distribution 
thereof; improperly extended credit to cus- 
tomers; and failed to comply with record- 
keeping and reporting requirements, held, 
public interest requires revocation of firm’s 
registrations, its expulsion from registered 


Federal Securities Law Reports 


securities association and bar of president 
from assOciation with any broker-dealer. 


Meaning of “Distribution” for Purposes of 
Rule 10b-& 


Registered offering of svcurities is not 
automatically a distrioution for purposes of 
Rule 10b-6. To the extent that Jaffe & Ce., 
44 S. I. C. 285 (1970), is to the contrary, it 
is overruled. 

Quotations Not “Prospectuses” 


Offers in a quotation medium are not 
“prospectuses” for Securities Act purposes. 
To hold otherwise would ignore history, 
go beyond and do nothing to serve the stat- 
utory purpose, and create unnecessary com- 
plications in the trading markets. 


Responsibility of President 


President of a broker-dealer firm retains 
responsibility for compliance with all ap- 
plicable requiremenis unless and until he 
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reasonably delegates a particuluar function 
to another person in the firm, and neither 
knows nor has reason to know that such 
person is not properly performing his duties. 


Collins Securities Corporation (“regis- 
trant”), a registered broker-dealer and in- 
vestment adviser, Timothy Collins, its presi- 
dent, and Vern D. Kornelsen, a former firm 
employee, appeal from the findings made 
and the sanctions imposed by an adminis- 
trative law judge.’ The major issue before 
us is whether, as found by the hearing of- 
ficer, respondents manipulated the market 
for and fraudulently sold common stock of 
Big Horn National Life Insurance Com- 
pany during the period from about June 25 
to July 25, 1968. To place that month's 
events in proper perspective, we look at 
them in their historical context. 


Background 


In 1968, registrant, with headquarters in 
Denver and branch offices in New York and 
Los Angeles, had more than 50. employees 
and was divided into four main depart- 
ments. One of them, which employed Kor- 
nelsen, furnished financial counseling and 
investment banking services to regional 
companies. Those services includued the 
negotiation of acquisitions and mergers, the 
underwriting of new stock issues, and pri- 
vate placements. Another department man- 
aged the accounts of individuals who gave 
registrant the authority to do so on a dis- 
cretionary or “quasi-discretionary” basis. A 
third department researched and sold var- 
ious securities to institutional clients, while 
the fourth, the over-the-counter trading de- 
partment, made markets in about 40 stocks. 
The firm also had a few fee-paying invest- 
ment advisory clients, and Big Horn was 
one of that group. 


Big Horn, a small Wyoming life insur- 
ance company, began operations in May of 
1963. Some three years later, in the fall of 
1966, Collins met Robert E. Coie, who had 
recently become Big Horn’s president. A 
close relationship then developed between 
the two. 


In early 1967, registrant, with the appro- 
val of Big Horn's board of directors, be- 


17The hearing officer concluded that regis- 
trant’s registrations should be revoked and reg- 
istrant expelled from membership in the Na- 
tional Association of Securities Dealers. Inc. 
(‘NASD’). He also determined that Collins 
and Kornelsen should be barred from associa- 
tion with any broker or dealer with the nroviso 
that Kornelsen, after 3 months, might vecome 
80 associated in a non-supervisory capacity, 
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came investinent adviser for Big Horn’s 
common stock portfolio. And it also got 
most of Big Horn’s brokerage business. 
Collins considered Big Horn “an important 
stepping stone for... entry into the invest- 
ment advisory area and into the general 
area of dealing with financial institutions.” 
He told Cole that registrant and Big Horn 
were both small companies that could help 
each other grow, and that, if he could do a 
good job for Big Horn, he could use it as 
a “bellwether” to acqvire other advisory 
accounts. 


At that time, Big Horn was sorely in 
need of additional funds. The company had 
operated at a loss since its inception, and 
Cole remarked that its need for additional 
capital was apparent “from the minute I 
walked in the door.” During 1966 and 1967, 
Collins, who considered himself an expert 
in analyzing life insurance stocks and was 
regi:trant’s primary insurance industry spe- 
cialist, had repeated discussions with Cole 
and Van Irvine, chairman of Big Horn’s 
board of directors, about the company’s 
capital requirements. Ail of the various pos- 
sibilities for additional financing were ex- 
plored, including new stock issues, private 
placements, and debt offerings, as well as 
possible acquisitions and mergers. One of 
the topics discussed, which figures impor- 
tantly in this case, was the possibility of 
Big Horn obtaining more than $500,000 in 
additional funds through the exercise by 
warrant holders of outstanding stock pur- 
chase warrants which the company had is- 
sued shortly after its formation. 


At the time of Collins’ discussions with 
Cole and Irvine, there were about 134,000 
warrants outstanding, exercisable at $5.00 
per shares, which were due to expire on 
July 25, 1968. Their utility as a vehicle for 
raising additional capita!, however, was lim- 
ited by the various restrictions with which 
they were hedged. Not only were the war- 
rants non-transferable and exercisable only 
if the holder were a bona fide resident of 
Wyoining, but warrant holders agreed to 
refrain from acquiring the underlying shares 
with a view to distributing them to non- 
residents of Wyoming.’ To overcome the 


upon a showing to the Commission's staff that 
ne would be adequately supervised. The parties 
filed briefs with us, and we heard oral argu- 
ment. Our findings are based on an indepen- 
dent review of the record. 

2 These restrictions were obviously prompted 
by a Securities Act problem. The issuance of 
immediately exercisable warrants to the public 

(continued on next page) 
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effect of these restrict Big Horn took 
steps to make it possible for those exercis- 
. the warrants to redistribute the under- 
i § throughouws! i Uiited St 
ration statement covering the shares 
was filed as early as November 21, 1966, 
iwenty months before the warrants were 
due to expire. But there was one dif 
that was not so ea 
prospectus portion 
sa statement, 
n Marci: 20, 1907, 
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what was only too ovvious te 
rants are not likely to be exercised so long 
as the market price the Company’ 
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stock is less 
During the 1966-67 period, the market for 
Big Horn stock was extremely thin and il- 
liquid. Onty a few broker-dealer firms were 
entering quotations for the stock in the 
“pink sheets” published by the National 
Quotation Bureau, Ine. and they had no 
rea inter est in ma king an active tradin g 
market. Cole made nicd efforts to : 
prove the market -or Big Horn and 
listed Collins’ aid in an unsuccessful at- 
tempt te inicrest additional firms in enter- 
ing quotations. tlowever, Cotlins himself 
resisted persistent efforts Ly Cole and Ir- 
vine to have registrant make a market in 
Big Horn and take a position in the stock. 
He was not interested in paying money to 
enter quotations for a stock “that never 
trade[d],” and did not consider a small 
insurance company like Big Horn an at- 
tractive investment. After repeated requests, 
registrant did begin making a market 
Big Horn in March 1°67 but dropped 
of the sheets afte: ‘out a month 
of the lack of activ 


In early 1968, it became apparent that 
Big Hora’s situation was becoming desper- 
ate. The company had been iorghimnot that 
it would break even or make a smali profit 
in 1967. Instead, when year-end results were 
reported, it was iear cay that Big Horn had 
suffered an additiona 1 loss of $67,000. At 
that point, the company had accumulated 
an earned surplus pari of over $1,000,090. 
The book value of its shares had dropped 


(Footnote © continued.) 
constitutes a public offering of the underlying 
securitics for purposes ot the Securities Act. 7s 
is‘made quite clear by Section 213) of that Act. 
Since that stock was no! recistered in 1063 
restrictions seems to uve been linposed in 
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from $3.27 1962 to $1.37. And, even 
worse, its inued ability to write Kew in 
surance Ww threatened. Wyormi 
quired life msurance companies 
minimunt surplus of $100,000 in to 
continue in business. At the end of 1967, 
Big Horn’s total surplus was only $124,531. 
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fact that the market price for Lig Horn 
had dropped still further below the war 
rants’ $5 exercise price. He proposed that 
registrant, alone or together with other 
firms (undertake a “standby underwriting” 
in which the underwriters would agree to 
purchase the shares underlying warrants 
that holders did not exercise 


Collins showed a marked lack of 
thusiasm for Cole's various sug nage In- 
stead, he put forward a proposal that he 
had previously suggested, namely ire Big 
Horn transform itself into a hclding com- 
pany. Collins pointed out that a holding 
company ucture would allow Big Horn 
to escape res strictive state insurance regula- 
tions and enable it to diversify b acquir- 
ing other companies. And considered 
that the adoption of such a structure would 
have a favorable market impact on Big 
Horn stock in view of the “market fever” 
at that time for conglomerates. More im- 
portant to the issues before us was Col- 
lins’ belief that the mere fact that Big Horn 
was considering the formation of a holding 
company “could make everybody exercise 
{their} warr As his former counusel 
testified, “Jim Collins prided himself 
fon being] financial adviser to Big Horn. 
He thoumwht it was part of his job to help 
them in all... areas, including figuring out 
ways of getting the warranis . . . exercised.” 

Early in 1968, Collins met with Cole, 
Irvine and other directors of Big Horn, and 
the concept of a holding company was seri- 
ously discussed. After the meeting, Collins 
assigned Kornelsen to work wi 
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effort to quolify the continuing offering of the 
underiving stock for the sa-calied ‘‘intrastate”’ 
€? Sone ton vided for In Section 3(4)(11) af 

Act. After the stock was registered tn 1967, 
i restrictions no loner served any purpose. 
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plans to make that concept a reality. On 
February 7, Kornelsen sent Irvine and Cole 
a letter recommending 2 “plan ef action” 
which suggested that the holding company 
be created as soon as possible. Although 
action by Big Horn’s board was unncces- 
sary for the firsi step of incorporating the 
new company, Kornelsen recommended that the 
board adopt an endorsing resolution since 
it could be “a significant public relations 
opportunity.” In addition, the possibility 
of future finder’s fees for registrant was not 
overlooked. Kornelsen’s letter stated: “As 
soon as your structuring has been com- 
pleted, we will be prepared to go into spec- 
ific acquisition opportunities with you.” 


Thereafter, Korneisen and Cole developed 
a “master plan” for the new holding com- 
pany, to be called Western Resources Cor- 
poration, under which Western would make 
an exchange offer to Big Horn stockhold- 
ers and acquire Big Horn as a subsidiary. 
The plan called for approval by Big Horn’s 
board of directors on June 22, 1968, just one 
month before the warrants were due to ex- 
pire. For its efforts in planning the holding 
company, as well as the nominsi duties it 
would have in acting as “exchange agent” 
for the preposed exchange offer,” it was de- 
termined that registrant would receive com- 
pensation in the amount of 20,000 shares of 
Western stock. According to plan, the Big 
Horn board formally adopted the holding 
company propose! on June 22. Irvine testi- 
fied, “I suspect we desired to announce it, 
hoping it would stimulate warrant exercis- 
ings.” 


Another plan was put into effect ‘to sti- 
mulate warrant exercisings.” Security Brot:- 
erage Corporation (“SBC”) had been the 
underwriter of Big Horn’s initial stock oi- 
fering. As part of its underwriting com- 
pensation, it had received 53,000 warrants 
plus the right to obtain 15% of all pro- 
ceeds from the exercise of outstanding war- 
rants. At the time with which we are con- 
cerned, SBC, whose stockholders were prac- 
tically identical with the directors of Big 
Horn, had 33,556 warrants left. If all of 
the outstanding warrants were exercised, it 
(and thus the Big Horn directors) stood to 
gain about $75,000 from the exercise of 
warrants by other persons and a $25,000 dis- 
count on the exercise of its own. In Feb- 
ruary 1968, at the request of the Big Horn 
board, counsel for the compeny prepared 


ee Minera 
2 All that registrant had to do in connection 
with the exchange offer was solicit acceptances 


by mall from Big Horn 
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a memorandum outlining various alterna- 

tives available to SBC with respect to its 
warrants. The memorandum concluded: 

“It is obvious that any possible bene- 

fits in the line of stimulating warrant con- 

version would be lost if the warrants of 

Security Brokerage are not exercised or 

irrevocably committed sufficiently in_ad- 

vance of their expiration to have an effect 
upon the holders of other warrants which 
expire at the same time.” 

Arrangements were accordingly made for 
SBC's warrants to be exercised in time and, 
as described below, for appropriate public- 
ity of that fact to be given to other warrant 
holders. The stage was thus set for the 
events of late June to July 25, 1968. 


Manipulation and Fraud 


The administrative law judge found that, 
during the period from about June 25 to 
July 25, 1968, registrant and Collins man- 
ipulated the market for Big Horn stock by 
artificially raising its price through the 
insertion of quotations in the “pink sheets” 
published by the National Quotation Bu- 
reau. Respondents’ immediate goal was to 
boost the price of Big Horn to a level at 
which warrant holders would be moved to 
exercise. T) the extent that they did not, 
registrant could exercise for them without 
substantial financial risk, selling the stock 
it acquired at a profit based on the artificial 
market price it had managed to create. 


Respondent's purpose was to gain the ad- 
vantages that would accrue from a large in- 
fusion of desperately needed capital into 
Big Horn. If Big Horn were revitalized, 
the 20,000 shares registrant was to receive 
for its holding company efforts would ac- 
quire real value. Substantial finder’s fees 
could be earned by registrant from the ac- 
quisitions on which the new holding com- 
pany would be enabled to embark. Addi- 
tional funds would be available for regis- 
trant to invest as manager of Big Horn’s 
portfolio, and additional commissions could 
be earned on portfolio executions. The good 
relationship between registrant and Big Horn 
and its directors would be enhanced. And 
registrant could acquire other advisory and 
financial planning clients by pointing to 
what it had done for Big Horn. 


Our review of the record convinces us 
that the. hearing officer's conclusions were 
intiy warranted. Respondents maintain that 
in states in which registrant was & registered 
securities dealer. 
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registrant merely sought to invest in Big 
Horn stock. We tind this contention wholly 
unfounded. Our reasons for rejecting it are 
stated below. 


In late June 1968, Collins told Donn 
Douglass, registrant’s vice-president in charge 
of trading, to begin entering quotations for 
Big Horn in the pink sheets. Douglass ob- 
jected to trading Big Horn and “didn't 
want to own any of the stock,” but Collins 
Overrode his objections. Collins said that 
he had told Cole that registrant would make 
a market in Big Horn, and that he (Col- 
lins) was “anxious to buy some stock” and 
wanted to bid higher than other brokers in 
the shects. Having checked the sheets which 
showed bids of 3 and 3% and no offers, 
Douglass suggested an initial bid of 334. 
Collins, however, told him to enter a bid of 


4 which “might create more activity at [an 
earlier date.]" Collins also directed Doug- 
lass ta make a two-sided market in Big 
Horn, i.¢€., to enter asked as well as bid 
quotations, but did not tell Douglass why. 
Since the indications were that very little 
stock was available, it was decided that ini- 
tially registrant would only enter bids. Its 
initial bid of 4 appeared on June 27. After 
registrant had been in the sheets for a few 
days and been unable to acquire any Big 
Horn stock, Collins called Douglass into 
his office. Show'tng impatience, he told Doug- 
Jass to be ‘‘more aggressive” in acquiring 
stock, and to bid higher if necessary. Doug- 
lass complied. The following table shows 
the Big Horn quotations entered by Doug- 
lass and others from June 17 through July 
25, the date the warrants were duc to ex- 
pire. 


V.F. Naddeo 
& Co. 
New York 
Bid 


Asked Bid 


Birkenmayer 
& Co., ine. Ine. 
Denver 


Supplee-Mosley, 
Philadelphia Registrant 


Asked 


Asked Bid 


Asked 


June 17 
June 18 
June 19 
June 20 
June 21 
June 24 
June 25 
June 26 

une 27 


une 28 


te Go Go 


Market closed 


farket closed 


WWW www 
WW whew 


Market closed 
Market closed 
3 
3 
Market closed 


J 
2 
3 
3 
* 


rket closed 


3% 
3% 
3% 
3% 


3% 


me 


arket closed 


Ga tt Go Ca Fa Ge 
= 
* 


From the beginning of 1968 until regis- 
trant's entry into the sheets on June 27, no 
hid for Rie Horn had exceeded 214 and «o 

d for Biw Horn had exceeded 314 and no 
offer had topped 4. Moreover, the market 
for Big Horn was practically moribund. As 


can be seen from the table. only two brok- 


Federal Securities Law 


4 


witviinin uN 
Meee NER 
BNas SNR oN 


A UNUM 
=< 
.* 


Pe 
aN 


ers, Birkenmayer and Supplee-Mosley (Nad- 
deo was entcring bids as correspondent for 
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Big Horn, but they had no real i 
the stock. In fact, Supplee-Mosl 
dropped out of the sheets altoget! 
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July 22, had continued to quote Big Horn 
only as a “persona! favor” to Cole whe had 
eciai trip to Philadelphia that 
ncotrage the firm to continue its 
Quotations. Birkenmayer’s trader testified 
tha: the market for Big Hora was “very 
— akin - [a zd] very inactive,” that he 
ids tor Big Horn because he 

3e stock and “probably being 
Celivery,’ and that his aitiude 
k t0 gO away and leave me 

became active.” 


Efzrts were made epirt irom registrant's 


entry to 5° s2zsing market for oi 
Horn Ez Faly, Cole telephoned Doug 
lass heck rether rezistrant was in 
é : for Big Horn. He 
also peered Dorglzss' assistance in per- 
snading Szoplee-Mosley’s trader to remain 
in the pire acd said ne would appreciate 
it if Do: cond could interest anyone else in 
entering c= tions. Douglass checked with 
Collins whe xe meee told him to call Sup- 
plee-Morier directed him to contact 
anovwser I n Denver to see “if you can 
ge: him ¢o Oe Hern.” Douglass com- 
plied but cis eZorts in both instances were 
unavailicz. 


well aware, the market 
so extraordinarily thin at 
the acquisition of even a 
small number of shares was bound to in- 
crease the market price. Cole testified that, 
during that period, “you couldn’t buy [a 
large block of Big Horn] on the open mar- 
ket without criving [the] price way out of 
sight,” and Douglass that, at least until 
July 18, ne felt that 2 thousand-share buy 
orcer would probably move the stock up a 
minimum of a half point and possibly a 
point, ang a 200)-share crder, in the area of 
Having cirect ed Douglass ¢ 
a weo-siceéd market starting with a 
i 4. axa ha ving then ordered him to 
-essive,” Collins could sit 
back and conncently await further develop- 
ments. All that was necessary was to get 
offers above 3 in the sheets. 


Loneok 4 


Aiter registrant ard Collins had arranged 
for cers to be placed in the sheets at tue 
Gesired !evels, Big Horn gave their efforts 
appreprizte publicity. On July 12, copies 
cf the updated prospectus covering the 

‘ Trere s Laden’ Gisagreerment in the record as 


eonrergstion took 

he tought it had ‘occurred 

ar that. 22 the time he directed 
the mecnanics 


pliocie the sneets. 
a2. “5 purchase of some of the war- 


underlying shares were sent to all warrant 
holders. The accompanying letter stated 
as follows: 
“As set out in your warrants, the exer- 
cise price is $5.00 per share. You may 
obtain a current quote on the stock 
asking any broker or checxicg the 
over-the-counter listing in the We 
Journal or other ma} 
tions. By way of expier 
and ask figures, the bid 
the price at which a bre nei ea 
buy shares and she @ indicates 
the price at which a bro er-¢ id 
sell the shares on the o7¢ 
warrants expire on July 
phasis in original.) 


At about the same time as he directed 
hg 0 to begin peeick o ior 

Big Horn in the pink she Colliss as- 
signed another task to Sorc He icld 
Kornelsen that he had decided to buy 
19.000-20,600 shares of Big Horn and, be- 
cause it would not be practical to acqzire 
@ position of that size in _ Tallies market 


2 


chase some ye ie stock 
warrants.‘ Kornelsen Sarai 
that Collins didn’t indicate te would de 
greatly concerned ii he fai "ed io 2coutre the 
shares. In fact, Korne!sen's ere ape 
was that Collins’ intent to pu 

be kept quiet because if kn 

depress the warrant holders ” des 

chase on their own.” Collins exhibited a 
similar lack of enthusiasm ior acquiring 
shares to Cole. Although he fically acceded 
to Cole’s request that he purct 


however, 


hase some of 
the warrant shares, he refused to tell Cole 
how many shares he would buy. Acd he 
exhorted Cole “to get as many 07 
ranis holsrs to exercise 2s i 


Korneisen and Cole, with the assist ance 
of counsel, quickly worked out the mechanics 
which would enable registrant to acquire 
warrant shares in a way they consicered 
would avoid the problem cf the warrants’ 
non-transierability. But before registrant 
purchased any shares, a last ditch efort 
was made to get warzant holders to exercise 
on their own. As noted above, copies of 
an updated prospectus were sent to warrant 
holders on July 12 with an accompanying 
letter telling them how to obtain a exote 


rant shares were already being werked cut. 
Worne! igen nlaced the conversation in late June 
or eariv July. In any event. hearing cfcer 
found that Korneisen was assigned tnis tas in 
Mav or June, and respondents oid not except to 
that finding. 
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on Big Horn stock. Attached to each pros- 
pectus was a sticker calling the recipient's 
attention to the fact that Big Horn’s board 
had recently determined to form a holding 
company that would acquire Big Horn 
and stating, “Certain of the directors who 
have committed themselves to exercise 
warrauts aggregating 33,556 shares stated 
that their main reason for doing so was 
the Board’s decision to initiate the fornza- 
tion of a holding company." A second 
notice was sent to warant holders on July 
19 reminding them of the expiration date 
and urging immediate action. 

Around July 15, Big Horn began a tele- 
phone canvass of its warrant holders. They 
were asked if they intended to exercise 
their warrants and, if not, whether they 
objected to having a third party do so. If 
the warrant holder was amenable to a third 
party exercise, Kornelsen was notified and 
registrant's check for the full exercise price 
was sent to the warrant holder payable 
jointly to him and to Big Horn. The check 
was accompanied by a form of assignment 
transferring to registrant the shares wnder- 
lying the holder's warrants. On receiving 
the endorsed check and executed asSign- 
ment form, Big Horn had the transfer 
agent go throvgh the motions of issuing 
shares to the warrant holder. Then the 
certificate was immediately cancelled and 
a new certificate issued in registant’s name. 
Registrant then sent the warrant holder a 
confirmation of its “purchase” from him. 
These mechanics were designed to maintain 
the fiction that the warrant holders were 
exercising their non-transferable warrants, 
and then selling the underlying shares to 
registrant. 


Registrant began buying the Big Horn 
stock undezlying the warrants on July 18. 
On the 19th, a Friday, Kornelsen tele- 
phoned Coliins in New York and reported 
that in just one day registrant had pur- 
chased about 12,000 shares, and that more 
shares were available. He asked Collins 
for further instructions. Collins was shocked, 
He had hoped that the warrant holders 
“had been watching the newspapers or... 
been reading their stickers or something,” 
and “really felt that [they] would exercise.” 
After thinking it over, he determined to 
go ahead with registrant’s purchases. But 
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on Monday, July 22, he initiated a major 
sales effort to rid registrant of all the 
Warant stock it might acquire. He tele- 
phoned Garry Smith, who handled the Grin’s 
“managed accounts," and told him that 
Big Horn stock was ayailable, that “it 
should be used in the managed accoents,” 
and to spread the word around the Denver 
ciice that ‘we rad some stock and. . 
could sell it.” The same message was con- 
veyed to all of registrant's depar ; 
and Collins himself participated in the sales 
effort. Collins tesiified, “We feli that if 
it was good enougi: for us to acquire, it 
was good cnough for [clients] to acquire.” 
But, in fact, Collins did not believe that 
Big Horn stock was good enough for regis- 
trant to acquire for any longer than it took 
to resell the stock te someone else. He 
kept himself informed of the amounts of 
Big Horn stock being sold, but issued no 
instructions that any of it be retained for 
registrant. Delbert Hartley, registrant’s 
executive vice-president and second-in-com- 
mind of the firm, testified that Collins had 
no intention of taking an investment posi- 
tion in Big Horn at that time. He quoted | 
Collins as saying: 
“My God, I just couldn't believe thet 
much stock (75,694 shares) wonld core 
in off our offer. I felt maybe we would 
have ten or fifteen thousand shares, and 
I already had [a buyer] set up to take 
that much.” 
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As noted, registrant purchased a total of 
75,694 shares of warrant stock at $5 per 
share. From July 22 through July 25, it 
resold 73,460 of those shares at a price of 
54a, including 35,500 shares to institutional 
clients, and 19,700 shares to its manarce 
account customers as to whom it was ad- 
mittedly in a fiduciary relationship. Throuch 
July 25, registrant’s trading activities in 
Big Horn resulted in purchases of 8,770 
shares and sales of 7,120 shares. By July 
29, its total inventory of Big Horn stock 
was a mere 1,877 shares. 


At the Big Horn board meeting of July 
27, Cole reported that £8,229 warants, plus 
those of SBC, had been exercised resulting 
in the addition of $395,801 to Big Horn’s 
surplus and $121,785 to capital. The board 
unanimously commended Cole for his ex- 
cellent job in causing so many warrants to 
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SBC. Of the nine or so Big Horn directors who 
owned warrants individually, only one chose to 
exercise some of them. 
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aid not appeal from the hearing officer’s order 
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be exercised which “was not only timely 
but... of tremendous importance to the 
company and its future plans.” 


We think it clear that, during the period 
{from June 27 through July 25, 1968, regis- 
trant and Collins manipulated the market 
for Big Horn, and sold warrant stock to 
customers without disclosing that its price 
had been artificially inflated. In doing so, 
they willfully violated Section 17(a) cf the 
Securities Act and Section 10{b) of the 
Securities Exchange Act and Rule 10b-5 
thereunder. 


The hearing officer found that Kornelsen 
aided and abetted these violations. We dis- 
agree. While it is true that Kornelsen 
played an important role in regstrant’s 
acquisition of warrant shares, the legality 
of that acquisition is not at issue here. And 
we find nothing in the record to show that 
Kornelsen was either a party to or aware 
of the mauipulative scheme carried out by 
Collins. Accordingly, we make no findings 
against Kornelsen in connection with the 
foregoing violations.” 

Registrant and Collins concede that regis- 
trant’s acticns caused Big Horn’s markct 
price to rise. But, as noted eailier, they 
_ insist that they placed quotations ‘or Big 
Horn in the sheets merely to further their 
legitimate objective of acquiring an invest- 
ment position for registrant of 10,000 to 
20,000 shares. 

We cannot credit that assertion. As we 
have seen, respondents’ efforts during the 
period in question were directed at avoiding 
an investment in Big Horn.* However, 
even assuming they had wanted to make 
such an investment, why did they enter 
quotations in the sheets? They were well 
aware that this was the most difficult and 
expensive method of acquiring stock. They 
knew that the market was very thin and 
that the acquisition of even a smaller num- 
ber of shares would drive up Big Horn’s 
price. They were also well aware that 
there were easier and cheaper methods of 
obtaining a sizable position in Big Horn. 
As we have seen, Cole had often discussed 
with Collins the possibility of Big Horn’s 
raising money through a private placement. 
There is nothing in the record to indicate 
that, in June and July of 1968, Big Horn 


7 We note that the hearing officer concluded 
that “the evidence does not prove that {Kornel- 
sen] knew that manipulation of the market 
was taking place.*’ 

* Respondents point to the fact that, on Aug- 
ust 23, 1968, at a time when the inter-dealer 
trading market for Big Horn had become very 
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would have been less than delighted to sell 
Collins all the stock he wanted at a reason- 
able price. Compliance with the Securities 
Act of 1933 would not have presented a 
serious problem since Big Horn already 
had an effective registration statement un- 
der that Act which could readily have 
been amended to include any stock sold to 
Collins. 


Moreover, if respondents had really de- 
sired an investment in Big Horn, they 
could simply have waited a few weeks to 
see how many shares of warrant stock they 
could acquire. As noted above, the problem 
of the warrants’ non-transferability was 
quickly resolved. But, of course, respondents 
weren't really interested in obtaining any 
warrant stock. As Hartley testified, Collins 
had arranged in advance to resell the 10,000 
to 15,060 shares he thought registrant might 
be able to buy. 


We are convinced that registrant did not 
enter quotations in the sheets for Big Horn 
in order to acquire a position. It did so 
for one purpose and one purpose only— 
to drive the price cf the stock up to a level 
which would cause warrant holders to ex- 
ercise or, to the extent that they did not 
and registrant exercised for them, to pro- 
vide a basis for registrant's resales at a 
profht. 


Respondents argue that in evaluating 
Collins’ intent in entering the market, we 
must consider his sincere belief that Big 
Horr stock was worth more than $5 per 
share; that the market Douglass made in 
Big Horn was “bona fide”; that the record 
does not support any finding that Collins 
could expect finder’s fees if the holding 
company become a reality: and that varicus 
elements found in other cases of manipula- 
tion were not present here. 


Even if we accept for present purposes 
Collins’ statement that he believed Big 
Horn stock was underpriced, this is no 
defense to a charge of manipulation. If, 
as we have concluded, Collins intended to, 
and did, artificially increase the price of 
the stock in order to induce warrant holders 
to buy, this is a manipulation and Collins’ 
opinion as to the intrinsic value of the 
stock is irrelevant. Similarly, the allegedly 


active and competitiv>, registrant put 10,000 
shares of Big Horn siock into its investment uc- 
count. Whatever the reasons for registrant’s 
action at that time, we do not think it casts 
light on or provides an explination for respon- 
dents’ actions duzing the relevant period. 
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bona fide character of the market made by 
Douglass. is no defense under the peculiar 
circumstances of this case. The pattern of 
trading by Douglass was such that it could 
be regarded. as consistent with a legitimate 
effort on his part to acquire-a: position in 
the stock without unnecessarily: raising its 
price. This-~is- understandable since Doug- 
lass seems to. have interpreted the-instruc- 
tions he received in that way. It does not 
appear that-Douglass was aware of Collins 
ulterior motives. But, obviously; manipula- 
tive trading tactics were not :necessary: to 
accomplish--Collins’ : purpose. : The: market 
for Big Horn stock was very inactive and 
there does not appear: to have been any 
significant floating supply of steck for sale, 
so. that increasing bids by Douglass did not 
attract much stock.. Under these .ciscum- 
stances, registrant: could raise the quoted 
prices without aggressive buying and, as 
previously noted, the higher prices were 
then used to promote exercise of the war- 
rants. oe sere 

As for respondents’ expectations of find- 
er’s fees, in addition to the previously men- 
tioned Kornelsen letter, Irvine testified 
that, in February 1968, he pointed out to 
Collins that the planned holding company 
would be mutually advantageous in view 
of Collins’ knowledge of other companies 
that could “be placed in the holding com- 
pany. And the record contains evidence 
that, after the holding company was estab- 
lished, registrant was slated to get the 
“standard” fee for one of its “finds’—5% 
of the first million dollars of purchase price, 
4% of the second million, and so forth. 
Unfortunately for respondents, the par- 
ticular deal fell through. 


The fact that certain elements present in 
other cases of manipulation may not be 
present-here is of no significance. As one 
court has said: 


“(Section 10(b) and Rule 10b-5] are not 
intended as a specification of particular 
acts or practices that constitute ‘manip- 
ulative or deceptive devices or contri- 
vances,’ but- are instead designed to en- 
compass the infinite variety of devices 
that are alien to the ‘climate of fair deal- 
ing’... that Congress sought to create 
and maintain.”* | = oe i 


cceceeeeee nn LE LE CNC 

. — Wallace, 430 F. 24 792, 802 (C. A. 

» 1970). 

: 10 See The Federal Corporation, az S. E. C. 
2271, 230 (194%); Halsey, Stuart & Co., Inc., 30 
S, E. C. 106, 112 (1949). 

44 Bruns, Nordeman & Company, 40S. E C. 

652, 660 (1961). sig 
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. Finally, respondents calim that-the ad- 
ministrative law judge overlooked the 
“overwhelming direct evidence of innocence 
in the record,” pointing to the denials of 
Collins and others that there was any 
manipulation or plan to manipulate Big 
Horn stock.. But, “sincezit is impossible to 
probe into the depths of a.man’s. mind,”.a 
finding of manipulative purpose, absent an 
admission; must be based ..onm .inferences 
drawn:-from the evidence.** In: this: case, 
we find those inferences compelling. - 
Bids and Purchoses: During Distribution _--- 
- Rule 10b-6 provides, in pertinent’ part, 
that itis a manipulative or deceptive device 
for -a broker-dealer which is participating 
in a particular distribution of securities to 
bid for or purchase snch- securities until 
it has-completed its participation in: the 
distribution. 2% Se ME ee! im 
There can be little question that regis- 
trant participated in the distribution of Big 
Horn warrant: shares And, while-par- 
ticipating in that distribution, it placed bids 
for Big Horn in the sheets and purchased 
Big: Horn stock that was not a part of the 
offering for its own account. We find that 
registrant, willfully aided and abetted- by 
Collins, willfully violated Section 10(b) of 
the Exchange Act and Rule 10b-6 there- 
under. ; 


Kornelsen played no part in registrant's 
market making or trading in Big Horn. He 
denies that he knew registrant was enter- 
ing bids in the sheets and making market 
purchases at the time it was participating 
in the distribution of Big Horn warrant 
stock. On the basis of the record before 
us, we are unable to reach a contrary con- 
clusion. Accordingly, we make no findings 
of violation against Kornelsen. 


Registrant and Collins argue that there 
was no “distribution”. within the meaning 
of Rule 10b-6. They point to the test we 
laid down for making that determination 
in the Bruns, Nordeman case— the nragnitude 
of the offering and the selling efforts and 
selling methods utilized”* Respondents also 
contend that registrant was not an under- 
writer as-defined in the rule”? __ ~ 


12 Rule 10b-6(c)(1) defines underwriter as “a 
person who has agreed with the issuer or other 
person on whose behalf a distribution is to be 
made (A) to purchase securities for distribution 
or (B) to distribute securities for or on behalf 
of such Issuer or other person or (C) to manage 
or supervise a distribution of securities for or 
on dehalf of suck issuer or other person.” 
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Under our holding in Jaffee & Co.,* the 
Bruns Nordeman standard would be inap- 
plicable here since an offering registered 
under the Securities Act would necessarily 
be a distribution within the meaning of 
Rule 10b-6. But we have reconsidered the 
proposition that registration of an ofering 
per se makes Rule 10b-6 applicable. Instead 
we have concluded, as did Commissioner 
Smith dissenting in part in the Jaffee case, 
that this proposition: does not comport with 
the intended coverage of the rule. As Com- 


missioner Smith pointed out, the term dis- 


tribution is not defined: either in the- Se 
curities Act of 1933. or in the Securities 
. Exchange. Act of. 1934 and its meaning and 
applicability to particular persons-in each 
context should be derived. from the differ- 
ing purposes for which it is used. -- 


‘The purpose of the Secvrities Act: is to 
provide adequate disclosure about an issuer 
through the registration. process in. situa- 
tions where registration is. necessary. and 
practicable. The Securities Act contem- 
plates that registration will be required, 
absent some special exemption, when se- 
curities are publicly offered by or on behalf 
of an issuer or are purchased from an 
issuer for public resale, and the term “dis- 
tribution” as used in the Act has been 
interpreted to accomplish that purpose. 
Thus, as Commissioner Smith pointed out, 
if an individual acquires 200 shares of an 
actively traded stock from the issuer and 
promptly sells them on an éxchange, it is 
clear that registration would be required. 


Rule 10b-6, on the other hand, is de- 
signed to prevent manipulation in the mar- 
kets. To that end, it precludes a person 
from buying stock in thy market when he 
is at the same time participating in an 
offering of securities: which is of such a 
nature’ as to give rise to a temptation on 
the part of that person to purchase for 
manipulative purposes. The term distribu- 
tion in Rule 10b-6 should therefore be in- 
terpreted to identify: situations where that 
temptation may be present. Our opinion in 
Bruns, Nordeman attempted to define dis- 
tribution so as to identify such circum- 
stances. ; 


1344S. E. C. 285, 288 (1970). is 

14 We dq not regard the decision of the United 
States Court of Appeals for the Second Circuit 
in Jafize & Co. v. 8. EB. C., 446 F. 2d 386 (1971), 
affirming \n-part and reversing in part our de 
cision in Jaffee & Co., as in any way inconsis- 
tent with the conclusion we now reach. The 
court in that case did not consider the question 
of whether the fact of registration in and of it- 
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If the term distribution in Rule 10b-6 
were to be equated with the concept of 
public offering or distribution in the Se- 
curities Act, this would not only extend 
the restrictions of Rule 106-6 beyond their 
intended purpose but could: result in un- 
necessary disruption of the trading markets, 
particularly where an exchange specialist 
or other market maker acquires registered 
stock.'in the performance of his normal 
functions. It. would obviously make no 
sense to conclude that a specialist, who 
happens.to acquire some registered stock 
in. the course of. his-normal activities, has 
to get out of the market until after he has 
disposed. of that stock. No one has ever 
thought that such a-result was required, 
even though specialists might well purchase 
registered stock being sold under a so- 
called. “shebf registration’’. i) - >> “i 


We accordingly decline to hold that any 
offering of securities pursuant to a regis- | 
tration statement automatically constitutes | 
a distribution within the meaning of Rule 
10b-6, and the Jaffee decision, insofar as it 
is to the contrary, is overruled.’* athe se ay 


This does not mean that a requirement 
that an offering be registered is irrelevant 
for purposes of determining the applic- 
ability of Rule 10b-6. Rule 10b-6 undoubtedly 
applies to most registered offerings. Indeed, 
that rule, and its companions, Rule 10b-7 
and Rule 10b-8, were framed in contempla- 
tion of such offerings, although Rule 10b-6, 
of course, may apply to a distribution 
which is, for some reason, exempt from 
registration under the Securities Act. The 
present case is an example of a registered 
offering to which Rule 10b-6 does apply. 
As pointed out above, registrant acquired 
75,694 shares of Big Horn stock, issued 
pursuant to the warrants, and proceeded to 
distribute 73,460 of those shares at a price 
of 5%, or approximately $360,000, between 
July 22 and July 25. Considering the ac- 
tivity, or rather lack of it, in the trading 
market for Big Horn, and the fact that the 
offering amounted to more than 30% of 
the outstanding stock, the sales effort was 
of such magnitude that there was unques- 
tionably a distribution for purposes of Rule 


self resulted in a distribution for purposes of 
10b-6: rather, it found that Mr. Jaffee, as the 
largest participant in a substantial offering. 
amounting to 23% of the outstanding stock of 
the issuer, was subject to Rule 10b6, and de- 
voted much of its opinion to considering and 
rejecting Jaffee’s contention that various ex- 
emptions from Pule 10b-6 were available to him. 
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10b-6 Registrant appears to have been an 
underwriter and certainly was, at least, a 
Participant in that distribution. 


Regulation T 


The hearing officer found that, in twenty 
instances during the period April 1967 to 
September 1968, registrant violated Reg- 
ulation T.. by failing to cancel. promptly or 
otherwise liquidate transactions. of cus- 
tomers who failed to. pay for the securities 
they purchased within the required times 
—7 business.days.in. ten transactions gov- 
erned by .Section 4(c)(2) of the regulation, 
and 35 calendar..days in ten transactions to 
which Section. 4(c)(5), covering arrange- 
ments for payment against. delivery (“C.O.D. 
accounts.’), was applicable. Collins was held 
responsible for these violations. 


Respondents do not deny that the vio- 
lations occurred. But they point to their 
sinall number and argue that Collins, as the 
chief executive officer of a large broker- 
dealer firm, could not be expected to follow 
up every trade ‘to assure that timely pay- 
ment was made or the trade cancelled.** 


Initially, we note that the violations 
found were the result of, at most, a 10% 
check of registrant’s accounts. Bui what- 
ever the number of violations, the pi-: ‘ent 
of a broker-dealer firm has the responsi- 
bility for compliance with all applicable 
requirements.*” And he retains that respon- 
sibility unless and until he reasonably dele- 
gates a particular function to another per- 
son in the firm, and neither knows nor has 
-reason to know that the person in question 
is not properly performing his duties.** 


Here, there was no such reasonable dele- 
gation. Prior to the end of 1967, registrant’s 
cashier, Mrs. K., was responsible for com- 
pliance with Regulation T. She had been 
hired a3 a receptionist-secretary in January 
1965 and had‘no prior cashiering experience. 
Yet, after only a few months of ‘“‘on-the- 
job training,” she became cashier in July 
1965. In May 1966, replying to a letter from 
our staff pointing out some apparent vio- 
lations of Regulation’ T, Collins blamed 
several of the infractions on Mrs: K’s in- 
competence. Mrs. K. admittedly did not 
understand C.O.D: accounts or the 35-day 


Lhd Respondents also address arguments to the 
provisions Of Section 15(b)(5)(E) of the Ex- 
change Act which deals with inadequate super- 
vision. These are wholly inapposite. The ad- 
ministrative law- judge heid Collins sudstan- 
tively responsible for registrant’s violations of 
Regulation T, as weil as its recordkeeping and 
reporting Infractions which are discussed below 
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rule. She testified, however, that si learned 
a lot from her mistakes. 


In late 1967, Mr. S., a certified public 
accountant, was put in charge of all of 
registrant's back office functions including 
cashiering.”” Mr. S. had never previously 
done any accounting work in securities, 
and never received any formal or informal 
training at registrant with respect to Reg- 
ulation T. Like Mrs. K., he did not under- 
stand the 35-day rule. until it was explained 
to him by Midwest Stock. Exchange in- 
spectors. He admitted .that registrant's 
Regulation T procedures were inadequate, 
but that in any event.the prevalent think- 
ing in the back office was that it was better 
to attempt to collect money due than cancel 
a transaction. He himself never cancelled a 
transaction until late in 1968. According to 
Mr. S., he became. more competent in the 
Regulation T area as the year 1968 went on. 


Under the Circumstances, we think Col- 
lins was clearly responsible for the viola- 
tions that occurred. We conclude that reg- 
istrant, willfully aided and abetted by Col- 
lins, willfully violated Section 7(c) of the 
Exchange Act and Regulation T promul- 
gated thereunder by the Board of Gov- 
ernors of the Federal Reserve System. 


Recordkeeping Violations 


The hearing officer found that, in record- 
ing registrant’s purchases of warrant stock 
and in certain other respects, registrant and 
Collins failed to comply with recordkeep- 
ing requirements. 


(a) The warrant transactions presented a 
peculiar problem in recordkeeping. The 
warrants on their face were non-assignable. 
This restriction, however, became unneces- 
sary as a result of the 1967 registration of 
the underlying stock. It would probably 
have been closer to reality to view the re- 
striction as inoperative and, therefore, to 
have recorded the transactions as purchases 
by registrant, as assignee of. the warrants, 
from Big Horn. On the other hand, in light 
of the restriction, registrant recorded the 
transactions as purchases of stock. from 
the warrant holders. This manner of treat- 
ing this unusual situation would not appear 
to make any difference to anyone. Conse- 


18 Alfred Miller, 43 S. E. C. 233, 239-40 (1966). 

17 See Barraco and Company, 44 S. E. C. 539, 
541 (1971). 

18 Prior to that time, registrant’s books and 
records were maintained by a bookkeeper. 
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quently, we do not believe that this pro- 
eedure should be found to be a violation 
of recordkeeping requirements. 


(b) Respondents do not contest the hear- 
ing Officer's finding that, prior to August 
1968, registrant’s position record did not 
comply in several respects with the require- 
ments of our Rule 17a-3(a)(5) under the 
Exchange Act. They argue, however, that 
as long as the requisite information was 
contained elsewhere in registrant’s records, 
the rule was satisfied. They also point to 
the fact that the record they maintained 
was part of a bookkeeping system designed 
specifically for broker-dealers by the Na- 
tional Cash Register Company. 


The fact that the data required in the 
position record might have been derived 
from other records maintained by registrant 
did not satisfy the requirements of our 
rule.** As the hearing officer stated: 


“That the information ... was available 

to an investigator who, with effort and 

perhaps some measure of luck, might 
search and make comparisons is not an 
answer to the charge.” 

Coliins’ reliance on the National Cash 
Register bookkceping system which he in- 
Stalled at registrant. while possibly a miti- 
gative factor, obviously cannot relieve him 
of responsibility for his firm's deficient 
position record. 


(c) Certain of registrant’s order mem- 
oranda did not reflect the time of entry and 
the time of execution or cancellation of 
the order as required by our Rule 17a-3 
(a)(6) under the Exchange Act. Respond- 
ents point to Douglass’ testimony that reg- 
istrant’s branch offices, where the transac- 
tions in question originated, normally time- 
stamped copies of all order tickets. Testi- 
mony as to a general practice, however, 
cannot be accepted as evidence of what 
was actually done in the eight instances 
where we find violations. Responsibility for 
proper recordkecping in this area was prop- 
erly delegated to Douglass, and we do not 
find Coilins responsible for these violations. 


We conclude that, in the indicated re- 
spects, registrant, willfully aided and abetted 
by Collins with respect to the firm’s posi- 
tion record, willfully violated Section 17(a) 
of the Exchange Act and Rule 17a-3 there- 
under. 


Se a ee ee 

4® Associated Securities Corporation, 40 S.E.C. 
30, 18 (1960), af’d 293 F. 28 738 (C. A. 10, 
1961); Whitney 4 Company, 41 S. E. C. 699, 
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Reporting violations 


Respondents admit, and we find, that 
registrant willjully violated Section 15(b) 
of the Exchange Act and Rule 15b3-1 there- 
under and Section 203(c) of the Investment 
Advisers Act and Rule 204-1 thereunder in 
that it failed to file promptly required 
amendments to its applications for breker- 
dealer and investment adviser registration. 
Registrant did not promptly report a 1970 
change of address in its principal office from 
Denver to New York City, and the promo- 
tions of Smith and Mr. S. to vice-president 
in the latter part of 1968. In addition, after 
Douglass’ promnction to vice-president in 
1966, registrant did not promptly supply re- 
quired information with respect to his prior 
connections with other broker-dealers. 


Collins was admittedly responsible for 
filing such amendments prior to the time 
Mr. S. assumed that responsibility in mid- 
1968. We accordingly find that Collins will- 
fully aided and abetted registrant’s viola- 
tions resulting from its failure promptly to 
iurnish required information concerning 
Douglass. 


Alleged Violations of Section 5(b)(1) of the 
Securities Act 


The hearing officer found that the “pink 
sheets” which carried registrant’s offers to 
buy Big Horn stock were prospectuses, as 
defined in Section 2(10) of the Securities 
Act, and that, since they obviously did not 
contain all of the information required in a 
statutory prospectus, registrant and Collins 
violated Section 5(b)(1) of that Act. 


This novel, and on its face startling pro- 
position, finds some verbal support in the 
Broad language of 2(10) which refers to 
any “ communication, written or by 
radio or television, which offers any se- 
curity for sale. . . .” However, it ignores 
some 40 years of histery, goes beyond the 
Statutory purpose, does nothing to serve 
that purpose, and would create unnecessary 
complications in the trading markets. Sec- 
tion 5(b) of the Act has two principal pur- 
poses: first, to insure that buyers of reg- 
istered securities get the statutory pro- 
spectus and, secondly, to make sure that 
selling literature and other offering material 
is used only when it has been preceded by 
a statutory prospectus so that people will 
not be influenced by such solicitation to 


703 (1963); Eugene N. Owens, 42 S. E. C. 149, 
151 (1964). 
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buy before they see the prospectus. The 
proposition with respect to the pink sheets, 
which would extend to NASDAQ any 
other quotation system, would not further 
the first purpose and is oniy marginally 
applicable to the second. On the other hand 
acceptance of that proposition would mean, 
for example, that where, as com- 
monly the case, a ieee inserts 
quotations for a nev in ag 
medium shortly ; after the offe 
completed, he would not only 
vide a 
from him, as required by Section 
would also have first to 
to each of the thousands 
the quotation service even though most 
them would no interest in the 
in question, having subscribed by reason 
of an interest in some of the hundreds, 
thousands, of other issues quoted in such 
medium. This, as a practical matter, would 
make market making impossible until after 
the 40-day prospectus-delivery period spe- 
cifed in Section 4(3)(B) of the Act had 
expired. This wholly unreasonable result 
surely s not intended by the Congress, 
which was aware that quotation media ex- 


isted.”* 
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Standard of Proof 


Registrant and Collins argue that th 
administrative law judge erred in basing his 
decision on the preponderance of the evi- 
dence and that the standard he should have 
applied was ‘clear, unequivocal and con- 


vincing” proof. 


As respondents point out, the Supreme 
Court has held the stricter — ap- 
plicable to denatura li ation an d d 
cases because of the i 
which those sanctions 
standard ‘has never been held applic 
broker-dealer proceedings under 
change Act. Such proceedings are 
medial.** [his means that a preponderance 
of the evidence is sufficient to establish the 


entail,” By 
mn 
i 


the 


Cor f 
Cw 


Curiter 


20Since we have found that registrant and 
Collins were substantively responsible for the 
antifraud violations set forth above, we consider 
it ummecessary to consider the further Issue 
Tralsed herein of whether they failed to exe 
proper supervision with a view to preventing 
these violations. C/. Fox Securities Company, 
Ine., Securities Exchange Act Release No. 10475 
(November 1, 1973), 2 SEC Docket 667, G69 and 
cases there cited. 

21 Schneiderman v., 
118, 3125 (1943): 


United States, 
Woodby wv. I. N. 

276, 285-6 (1966). C/, Sumner B. Cot 
ritics Exchange Act Release No. 10850 (J 
1974), 4 SEC Docket 420, 122 and 424 n. 
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truth of an allegation.’ 

isfies the Administrative 
requirement of “reliable, 
stantive evidence.’'*! 


That standard sat- 
Procedure Act's 
probative and sub- 


Public Interest 


As noted above, 
chided that 
investment 
revoked, 
from 
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activitics and involved a security ‘under- 
priced in the marketplace,” that unrebutted 
character testimony evidenced the fine re- 
putation of registrant as well as Collin 
“fifteen exemplary years’ in the securities 
business, and that the hack office violations 
inadvertent and unintentional and 
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industry 
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precedented volume 
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“The purpose of the act is to purge 
the securites exchanges of those practices 
which have prevented them from fulfill- 
ing their primary function of furnishing 
open markets for securities where supply 
and demand may freely meet at prices 
uninfluenced by manipulation or ¢on- 
trol.””* 


That) x8) at 
unable to 
as trivial peccadillo ; 
actions may have been only “a small per- 
centage” of registrant's business. But the 
record shows that they were very important 
to respondents’ future plans. “To realize 
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22 See, e.g., Blaise D’Antoni &€ Associates, 
OS.) By i) S8o Ru Sa 276, are 
Pierce v0, &. 2. C., 239 F, 
1956). 

23 Norman Pollisky, 43 S. E. C. 
(1967); James De Mammos, 42S 
(1957), aff'd without opinion (C. 
13, 1967). 

24 Norman Pollisky, supra. 

#3S. Rep. No. 1455, 73d Cong., 2d Sess., 
(1934). See also the preambles to the 
and Securities Acts and Section 2 
change Act. 
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Regulation T elmtendment eld opled 

ents engaged in misconduct subsequent to Nevertheless, we think it unnecessary (to 

the period at issue here. bar Collins forever from all segments of 

the securities industry. Consequently, we 

is appro- shail impose a bar but provide that, after 


cases, the remedial action whiel eats) 
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the facts and circumstances of each particu- uaa ay eas , 
of what happene the inst ase, how- 

lar case and cannot be precisely determined Pane us nee a ies sensed 
A ever, any such return may not he is 
cat 1 thothat itaken ia other BAe a a 


As for the sanctions imposed in other 


: . Yosition dis YY directly connecte: 
proceeding Tere we have found serians — ! ay ectly NA ant 
and extensive violatioas coupled with 


record of persistent noncomy 


with the making of markets jn 

Ve atm the sanctions iniposed by 
administrative law judge on Collins 
curities Corporation. 

Respondents normally spend time and 
money to defend ae So : ; : 
respondents’ decision to do so is of min ‘al Sen, We dismiss as to him. 

mitigative weight, a for the claimed An appropriate order will issue. 

change in the nature of registrant's busi- i a fe 

ness, the mis oe Wel have found Gre By the Commission (Chairman Garnet 
cludes the defrauding of institutional clients and Commissioners Loomis, Evans, and Soat- 
which, according io respondents, form: the MER); Commissioner Poitack not partici- 
buik of their present clientele. pating. 


Having found no violations by Kornel- 


< 


sees Geto A\iranging i9r Creat by a broker ar Dealer, 


Board of Governors of the Federal Reserve System. Noveinber 13 
in full text. 


Regulation T---Prokers and Declers—‘“Arranging” of Credit— Priva 

The proposed amendment to Section 220.7(a) as revised, is hereby Edopted, 
intended to relax the present rule that generally prohibits a brokg#or dealer from ar- 
ranging credit unless it is the kind of credit a broker or dealergAin extend. The types 
of private placements this amendm..it envisions are (1) thosegfrivately placed securities 
which are debt securities, the proceeds of which are useg@o purchase stock which is 
not publicly held, and (2) those privately placed securyMs which are investinent con- 
tracts with built-in instalment or other credit features. 


See $22,231, “Exchange Act—Margin; RorrowgKe Restrictions” division, Volume 2 


On June 2, 1978, the Roard of Governors 33 Se St AS COL Ora OH 
published for comunent in the Federal Reg- xpansion, However, would provide no 
ister (10 I. R, 23768) a proposed wing hef for any person who acts as both a 
ment to section 220.7(a) of Regulatglt broker and a dealer in the distribution of 
which would relax the present if. 4 a security because of the prohibitions of 
generally prohibits a broker or g@aler froy section 11(d) of the Securities change 
arranging credit unless it UMthe kind o Act of 193415 U. S.C. 78k(d)) and would 
credit a broker or dealer gin extend, otherwise appear to offer minimal benefit 

The comments recgMed were all favor- to brokers or dealers. Other suggested 
able although mag suggested enlarging areas of expansion do not appear to the 
the scope of th Pend neat Some com- Board to be appropriate at this time. 
mentators sy@ested that the amendment he 

: i ae , pets conimentators suggested changes 
be expan to permit the arranging for. ; 
i tended in connection with securi- MOB UARS 10. clSur’ that the stat ous 
Nd pursuant to the “intra-State’ ex ot the security at the time credit for its 
istration contained in s purchase is arranged s should be controlli 
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ADDENDUM B 


High and Low Bids and Spread: June 1 to June 25, 1 


Date High Bid Low Bid 


6/1 $13 $13 

6/2 13-1/2 i3-1/4 
6/3 13-578 13-1 /2 
6/4 L3~5/8 i3-i/2 


6/7 13—5/8 13~-1/4 
6/8 14-1/4 12-3/4 
6/9 13-3/4 L2-1/2 
6/10 io 

6/11 Lens 


6/14 L2-1/2 
6/15 12=3/ 4 
6/16 12 

6/17 i2~174 
6/18 12-3/4 


6/21 12-7/8 
6/22 12-7/8 
6/23 10-3/4 
6/24 10-578 
6/25 LOmLy 2 


ADDENDUM C 


Actual Re-Sales against Pink Sheet Quotes 


(L971) Resale Sales Pur Pink Sheet 
Date Byrnes Santangelo High Bid Low Bid 


8/9 700 $ $8-3/4 
8/10 8-3/4 


8/11 8-3/4 


8/12 8-7/8 


8/1/ 9-1/4 
8/20 9-1/8 
8/24 8-7/8 
8/25 8-7/8 
9/2 ; 8-1/8 
9/7 7276 


9/8 idl 
9/13 TwL/2 


9/14 
9/15 


9/16 
afi 


§/28 

Total (Faulkner) 

9/17 9-1/8 

9/28 9 

9/29 9-1/4 
9-3/8 


Total (Singer) 
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STATE OF NEW YORK ) ’ 
COUNTY OF NEW YORK) $§-? 


SCoTy At UINO© , being duly sworn, 
deposes and says that deponent 1s not a party ae ain 
is over 18 years of age and resides at . of /S Lo hh 

fk? vy 


BA 


That on the le day of 
deponent ary, oe served the within 


PLAW AHS -ALPEUAWT at _ COnTERCLA FELD. 

upon the attorneys designated below who represent the 
indicated parties in this action and at the addresses below 
stated which are those that have been designated by said 
attorneys for that purpose. 


By leaving true copies of same with a duly 
authorized person at their designated office. 


copies of same enetoséd 
in a postpaid properly adds wrapper; in the post office 
or official depository exc tvecare and custody 
of the United post office department within the State 
of New-York. 


Names af I served, together with the names 
Of the clients) x designated 
addresses. ) 
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MICHABL. te of New York 


it 19 30908 ' 
Swabtiad in GrOn® Cour 19 J 


Laiatent at 


Lon nissoy CONE march 


STATE OF NEW YORK ) D 
COUNTY OF NEW YORK) 55°? 
“— 


~~ SHEA , being duly sworn, 


deposes and says that deponent is not a party to the gh i 
is over 18 years of age and resides at Zo oo te da 


That on the [ko day of 
personally served the 
4 ae , 
: ise 
upon the attorney 
indicated parties in this action : 
stated which are those that have been designated by said 


attorneys for that purpose. 


By leaving at. true copies of same with a duly 
authorized person at their designated eLrrice. 


true copies of -semeénclosed 
a postpaid prope wrapper, in the post office 
official deposi y sive care and custody 
i Stated post office department within é 


Names af attorneys served, together with the names 
of the clients represented and the attorneys' designated 
addresses. 


Hare, DickseR LAWLER KAT Hor 
Per. CovTe Rae 1 M. QERRIAUT MA CELE= 


Sydrn to before this 
) 


day of 


MICHAEL DaGANTIS 
“atary Public, Stete ot New York 
AANHIR 


4 wi Bronx County 
nes March 30, 1 


STATE OF NEW YORK ) 
COUNTY OF NEW YORK) $5°: 


deposes an 
is over 18 years cf age and resides at 


NY NY [600s . 


upon w who represent the 
indicated parties in this action and at the addresses below 
stated which are those that have been designated by said 
attorneys for that purpose. 


By leaving bi true copies of same with a duly 
authorized person at their designated office. 


epositing true copies of same enclos 
in a postpaid p ressed wrapper, in-tne post office 
or official depositor clusive care and custody 
of the Unit: ed post office department within the State _ 
of New-York. 


Names af attorneys served, together with the names 
of the clients represented and the attorneys' designated 


addresses. 
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STATE OF NEW YORK ) 
COUNTY OF NEW YORK) $S-? 


Rogekr LA GRABSA , being duly sworn, 
deposes and says that deponent is not a party to the action, 
is over 18 years of age and resides at 62-20 GO' 


That on the iG day of 


eponent 2erso ally ef na aoe Wl hin . HE 
AIL) PEZLAVTS HCOOUTER 7 i 
upon the =e orneys designated below who represent the 


indicated parties in this action and at the addresses below 
stated which are those that have been designated by said 
attorneys for that purpose. 


‘By—leaving ___-__true_-copies of -same-with a duly 
authorizet—person-al their designated_offiee: 


By depositing AL true copies of same enclosed 
in a postpaid properly addressed wrapper, in the post office 
or official depository under the exclusive care and custody 
of the United Stated post office department within the State 
of New York. 


Names af attorneys served, together with the names 
of the clients represented and the attorneys' designated 


addresses. : 
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Press, 55 West 42nd Street, PE 6-8460 
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